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SEPTEMBER IS ative day, SEPTEMBER 13 19 () 


Mr. GrorGe, from the Committee on Financ tbmitted the 


This is the third time your committee has been called upon to 
consid r revenue tmcreases sinee th oO i k « he Ko l 
a little over a& Vvear ago The Ri venue Act of 1950, wv hich b 
law on September 28, 1950, reased revenues by $6 lion; t] 
Excess Profits Tax Act of 1950, whic h becam uw on Jan bury 195] 
raised revenues hy $3.9 bith 1; and it 1S estimates vour con 
bill will increase revenues by $5.5 bilhon In the fiseal vear 1952 
the bill is expected to increase revenues by $2.7 billions, ra 
collections this vear to $64.7 billion 

The revenue raised Hy hese two act 1)| is that pro’ ided bv vo 
committee's bill, will add to Federal revenue $15 billion at eal 
vear 1951 levels of income and in a full vear of operation. {| ( 
three revenue-raisinge measures on the average w ll increase tl { res 
of individuals by 29.0 percent ol the amount which would have been 
due under the prior law, and vill raise corpori »taxes DV 92.9 ] ( t 

Never before has so much additional revenue been raised in so 
short a period of time. Moreover, these three revenue measures have 
brought the income tax burdens of most corporate ahd ind vidual 


taxpayers near the World War Il peak and for many such taxpavers 
the rates imposed undei your conimitter s bill are above the MaxXinhiumM 
rates imposed during World War Il. As a result your committe¢ 


] 


has serious doubts as to the feasibility of raisme any substan 


i 


tional amounts of revenue from income tax sources. This is said 


although it is recognized that present expenditure estimates made by 
the executive departments indicate very substantial additions to 
Kederal expenditures next year. In view of this, your committee 
believes that every el 

Your committee’s bill provides tax increases in all of the major 
tax areas. Individual income taxes for most taxpayers are raised 


fort must be made to reduce expenditures 
1 
i 
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by 11 percent effective November 1, 1951. The top income tax rate 
of corporations is raised to 52 percent. The ceiling rate on excess 
profits taxes is raised to provide a maximum effective income and 
excess profits tax rate of about 69 percent. Excise taxes also are 
raised, primarily those on alcoholic be verages, tobacco, gasoline, 
automobiles, and electric, gas, and oil appliances, and a new tax is 
imposed on wagering. The bill also provides taxes for certain types 
of presently exempt income of cooperatives, mutual savings banks, 
and building ard loan associations. 


Il. REVENUE ESTIMATES 


Table L shows the estimated increase in tax liabilities under your 
committee’s bill and under the House bill in a full vear of ee 
and also the effect of these bills on collections in the fiscal vear 1952 
Both the imereases in liabilities in a full year and the increases in 
collections in the fiscal vear 1952 are shown by major revenue sources. 

It is estimated that vour committee’s bill will increase tax liabilities 
in a full year of operation by approximately $5,500 million, and that 
it will increase collections in the fiscal year 1952 by about $2,700 
million. The increases in collections in the fiscal year 1952 are con- 
sic rably smaller than the increase in tax liabilities provided by your 
committee’s bill in a full year of operation, both because the changes 
are not fully effective in the fiscal year 1952, and because collections 
tend to lag behind the incurring of liabilities. ‘The House bill would 
increase tax liabilities in a full year of operation by approximately 
$7,200 million and would increase collections in the fiscal year 1952 
by about $4,900 million.!. The major differences from the standpoint 
of revenue between the House bill and your committee’s bill can be 
accounted for by the fact that your committee did not impose as 
large increases in individual and corporate taxes as the House, and 
did not subject corporate dividends to withholding. 

The increase in excise tax collections in the fiseal year 1952 sag S 
that the changes in these taxes become effective as of November 1, 
1951, the same date as is provided in your committee’s bill for the 
increases in the individual income tax. 

TABLE 1.—FEstimated effect of the House bill and committee bill on tax liabilities in a 


full year of operation and on collections tn the fiscal year 1952 





{In millions] 

House bill Committee bill 
Full year | Fiscal year | Full year | Fiscal year 
effect 1952 effect effect 1952 effect 
Individual income fax $2, 847 1 $1, 652 $2, 367 $1, 379 

Gener corporate tax changes 22 855 21,740 22. 060 (2) 
Tax-exempt organizations 0 0 150 0 
Structural changes in the income taxes 245 705 —224 —219 
Struct in the excess profits tax 0 0 120 120 
Struc in the estate and gift taxes & “> —2 0 
Excise 1, 252 $811 1, 275 4823 
Total 7,199 4, 908 5, 506 2, 733 

® r 


1 Estimate based on the assumption House provision is effective Nov. 1, 1951, instead of Sept. 1 as pro- 
vided by the House bill 





2 Net increase after ote for redt iction in in¢ lividual income taxes due to lower dividends. 
3 This larger amount is due primarily to the scceleration of collections on withholding. 
4 Assumes excise tax changes effective Nov. 1, 1951. 
Chis assumes excise and individual income tax increases provided by the House bill are effective 


November 1, 1951. 
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Ill. CHANGES IN THE INDIVIDUAL INCOME TAX 


Your committee’s bill, in a new rate schedule, provides the lower 
of the following two increases: An 11-percent increase in present tax 
rates, or an 8-percent additional tax based on the surtax net income , 
remaining after the deduction of present taxes. ‘The House bill pro- 
vided an additional tax equal to 12% percent of the existing tax for 
all income brackets except the very hiokent. 

The increase provide <d by your committee applies only to the tax on 
ordinary income. ‘The increase under the House bill also applies to 
the alternative tax on capital gains. 

The rate increases under your committee’s bill, in effect, are made 
as of November 1, 1951, the date when increased withholding becomes 
effective, and are to terminate as of December 31, 1953. Under the 
House bill the rate increases, in effect, are made as of September 1, 
1951, the date when increased withholding was to become effective 
under that bill, but no termination date was set. 

Both your committee’s bill and the House bill grant to heads of 
households some of the benefits of income splitting now enjoved 
married persons. Under your committee’s bill they obtain one- 
quarter of the benefits of income splitting, and under the House bill, 
one-half. For calendar year taxpayers this head-of-household provi- 
sion under both bills is to be effective beginning in 1952 

It is estimated that in a full vear of operation the individual income 
tax rate changes provided by yvour committee’s bill will increase 
liabilities by $2,394 million and that on the same basis the head-of- 
household provision provided by vour committee's bill will decrease 
revenues by $27 milli 
effect of these provisions will be to increase liabilities in a full year of 
operation by $2,367 million. 

Since, in effect, the rate changes made by your committee’s bill do 
not become operative until November 1, and the head-of-household 
provision for practically all taxpayers will not be effective until Janu 


ion. Thus, it is estimated that the comb ined 


ary 1, 1952, collections 1n the fiseal year 1952, ending June 30, 1952, will 
not fully reflect. the increases provided, Therefore, fiscal year 1952 
collections under your committee s bill are expected to be increased 
by only about 58 percent of the $2,367 million, or by $1,379 million. 


Since the rate changes made - the House bill were to be effective 
as of September 1, 1951, the report by the Committee on Ways and 
Means of the House estimated collections in fiscal year 1952 would be 
increased by $1,947 million. Howe ver, had the effective date been 
November 1, as under your committee’s bill, fiscal year 1952 collections 


1 


under the House bill would have been increased by $1,652 million. 


A. Rare CHANGES 

1. Description 

For taxable years beginning after October 31, 1951, your com- 
mittee’s bill increases the present individual income taxes by the 
lower of either about il percent of the present combined normal] tax 
and surtax, or approximately 8 percent of the surtax net income ° after 
present taxes. These increases are to terminate as of December 31, 
1953. The House bill increases the present normal tax and surtax 


2? Surtax net income is income after deductions and exemptions 
3 Surtax net income is income after deductions and exemptions 
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In most cases by 12% percent for taxable Vvears beginning after August 
31,1951. No termination date for this increase is Provided. The 1]- 
Or S-percent increase Provided by your committee’s bil] js incorporated 
in the surtax rate schedule. Under the House bill the 12%-nercent 
increase is to be a separate fax computation. although it. is incorpo- 
rated in the tax table used by those with adjusted gross incomes of 
35,000 or less. 

The new surtax table in your committee’s bill Provides surtax 
bracket rates ranging from 19.9 Percent on the first $2.000 of surtax net 
income to 88.7 Percent on surtax net income in excess Of $200,000. 
This, when combined with the flat 3-percent hormal tax, gives total 
rates which range from 22.9 Percent on the first $2 000 of taxable in- 
come to 91.7 percent on taxable income in excess of $200,000. The 
combined norma] lax and surtax rates (including the 12’) percent in- 
crease) under the House bill range from “2.5 percent on the first $2,000 
of surtax net income to 94.5 Percent on surtax net incomes in excess of 
580,000. Under present law these combined rates range from 20 
Percent on the first $2 000 of taxable income to 91 percent on incomes 
IN excess of $200,000. 

Your committee's bill raises the effective rate limitation, or maxi- 
num combined normal] tax and surtax on total net income. from the 
S¢ percent provided by present law to 88 percent. This effective 
rate limitation Prevents an individual's total net income from being 
taxed at a rate higher than SS percent. although the bracket rate on 
income in excess of $200,000 permits a portion of an individual’s 
income to be ta&ed at as high a rate as 91.7 percent. Under the 
House bill the effective rate limitation IS raised to 90 percent. 

‘our committee’s bill also provides i new surtax rate schedule for 
the calendar Year 1951, adding to the Present tax burden about one- 
sixth of the increase Provided for 1959 and 1953. Thus. for 1951 the 
present tax is Increased by the lower of either nearly 2 Percent of the 
existing law tax. or by slightly over 4 Percent of surtax net income after 
deducting the present tax. This is roughly the equivalent of making 
the full 11-percent Or S-percent increase effective November |]. 1951, 
The House bil] Which would have been effective as of September 1. 
1951, provided a 4 Percent increase in the present law tax for calendar 
year 1951 taxpayers. This would have been roughly the equivalent of 
making the tax increase effective for the last third of the year. The 
combined norma] lax and surtax bracket rates under your committee’s 
bill for thy calendar year 1951 range from <0.4 percent on the first 
22,000 of taxable income to 9].] percent on taxable income over 
><00,000. Under the House bill these rales range from 20.8 percent 
On the first $2. 000 Of taxable come, to 92.56 percent on taxable 
Incomes in excess of $200,000. Und. r your committee’s bill the effec- 
tive rate limitation for calendar year 195] taxpayers is 87.2 percent, 
and under the House bill, 88 percent. 

‘Our Committee’s bill also adds 9 Provision which makes iInap- 
plicable, for 1951, the penalties and additions to tax for willful failure 
to make declarations or Pay estimated tax with respect to the addj- 
ional tax imposed On individuals by this bill. 

For 1952 and subsequent years and for the last third of 195] the 
House bill provides an increase in the alternative tax On capital 
gains of individuals, Mor 1952 and subsequent years this increase 
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is 124% percent, the same increase as provided for the normal tax 
and surtax. Applying this to the present 25-percent capital gains 
tax gives a new rate of 28.125 percent. For the calendar year 1951 
the House bill provides a 4-percent increase in the alternative tax 
on capital gains resulting in a total capital gains tax rate of 26 percent. 
Under your committee’s bill no change is made in the alternative tax 
on capital gains. Thus, the rate remains at 25 percent both for 1951 
and 1952 and subsequent years. 

Under both your committee’s bill and the House bill new withhold- 
ing tables are provided to reflect the increased taxes. The withhold- 
ing in both of these tables is at approximately 20 percent as contrasted 
to 18 percent in the table in present law. Similar adjustments are 
made in the percentage method of withholding. A withholding tax 
rate of approximately 20 percent collects the full amount ordinarily 
due on the beginning rates provided by your committee’s bill and the 
House bill after allowance for the standard deduction. 

Table 2 shows the amount of tax paid at selected net income levels 
under present law, under the House bill for the calendar year 1952 and 
subsequent years, and under your committee’s bill for the calendar 
years 1952 and 1953. The tax burden is shown separately for single 
persons with no dependents, for married couples with no dependents, 
and for married couples with two dependents. The tax of single 
persons, of married couples with no dependents and of married couples 
with two dependents shown in this table differ because the amount 
of tax paid is shown by net income * classes. Net income for these 
classes of taxpayers differs from the income on which the tax is based 
because a single person receives one $600 exemption, a married couple 
two $600 exemptions and a married couple w ith two de pendents four 
$600 exemptions. In addition: married couples receive the benefits 
of income-splitting. 





4 Net income ! me fter ded 
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TaBLE 2.—Comparison of individual income-taxr burdens under present law with 
those under the House bill and Finance Committee bill for 1952 and 1953 


SINGLE PERSON, NO DEPENDENTS 


Amount of tax 
4 ee ee ee oi, oe 
Net income (after deductions but before exemptions) | | ‘4 
| Finance 
Present law | House bill | Committee 











| | | bill 
——— ———__— — _ a _ —— —_—_— — _ ae —$——$ 7——_—_—_—_— 
$800 Neb Gantee dens , ‘ibaa hai, si $40 | $45 | $44 
$1,000 G 80 90 | 89 
$2,000 280 | 315 311 
$3,000 : 188 | 549 542 
$1,000 708 | 797 | 786 
$5,000 | O44 1, 062 | 1, 48 
$8,004 1,780 2, 003 1,974 
$10,000 36 2.741 | 2, 704 
$15,004 5. 004 4.940 
$1) 000 7,810 | 7,718 
$25,000 11, 021 10, 872 
$500,001 29, 687 28, 234 
$100,000 74.831 69, 344 
$3 263. 831 | 251, 522 
$500,001 : 2 450, 000 | 434, 922 
$1,000,000... ; 1 2 900. GOO § 880, 000 
MARRIED COUPLE, NO DEPENDENTS 
| 
$1,500 $A0 $68 $67 
$2,000 160 | can | 178 
$3,000 360 | 405 | 400 
$4,004 50 630 | 622 
$5,000 760 855 | 844 
$8,000 1, 416 1,593 | 1, 571 
$10,000 1) 888 2, 124 | 2. 096 
$1 ) 3, 260 } 668 | 3, 618 
$21 4,872 5, 481 | 5, 408 
$25,006 72 7, 565 | 7, 460 
$5 iL 22, 041 21, 744 
$100.00 59, 373 | 56, 468 
$300,000 244, 161 | 228. 664 
$500,00 $33,161 | 411, 344 
$1,000,000 | 2 900, 000 869, 844 
' 
MARRIED COUPLE, 2 DEPENDENTS 

$3.0 $12 $135 * $133 
4 () oD oO | 355 
6 85 7 
SRM 1, 152 1, 206 1, 278 
> R 1, 592 1, 791 1, 766 
s Wi > Q00 2 963 3, 222 
e1) 1, 464 5, 022 4, 952 

Muy 6, 268 7. 052 6. 956 
cans 18. 884 21. 245 20), 964 
g 51, 912 58, 401 55, 592 
S200) (1M 221, 504 243, 027 227, 584 
Sn). O00 $02, 456 432, 027 410, 243 
$1,000,004 857, 456 2 900, 000 868, 743 

Ma 4 ‘ t 
2?Ma percent 
3 Ma percent, 





2. Reasons for the rate changes 

Your committee believes that in view of revenue requirements 
resulting from the present national defense emergency it is necessary 
to make substantial increases in the individual income taxes. Only 
by such increases will it be possible to come close to balancing the 
budget and alleviating the impact of increased inflationary pressures 
arising from additional defense expenditures. It is believed, however, 
that the 12%-percent increase in present taxes provided by the House 
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bill is too severe in view of the fact that an average increase of 17 per- 
cent in individual income taxes has been made quite recently by the 
Revenue Act of 1950. For that reason your committee has reduced 
this percentage increase for the bulk of the taxpayers to 11 percent of 
their present taxes. Even with this increase many taxpayers will 
find themselves with tax rates in excess of the peak rates imposed 
during World War II. 

Your committee modified this 11-percent increase by providing that 
in no case is the increase to be more than about 8 percent on the income 
remaining after taxes. Your committee believes that a provision of 
this type is fairer to all income groups than the type of provision 
adopted by the House. For most taxpayers their present tax is much 
smaller than their income remaining after the payment of taxes. 
However, because of the present highly progressive income tax rates 
for some taxpayers, their income remaining after the payment of all 
taxes is smaller than their present tax burden. In the case of both of 
these groups of taxpayers, your committee’s bill imposes an increase 
on the smaller amount; in the case of the former group, on the present 
tax burden, and in the case of the latter group, on the income re- 
maining after payment of the present tax burden. The percentage 
increase in income after taxes is effective with respect to taxable 
incomes of about $27,000 and over. It was believed necessary 
to provide a limitation of this type, in view of the fact that in the 
upper income brackets the marginal rates, or the rates applying to the 
next dollar of income, are already very high. ‘The present law mar- 
ginal tax rate at $28,000 of surtax net income, for example, is 62 
percent; at $44,000 is 72 percent; at $70,000 is 81 percent; and at 
$200,000 is 91 percent. Your committee’s bill raises these marginal 
rates very substantially, although not as much as the 12%-percent 
increase provided by the House. In the view of your committee, 
the marginal rate of about 70 percent provided on surtax net income of 
$28,000 under the House bill will seriously impair the incentives of the 
taxpayers in this bracket to work and to invest. Still more drastic is 
the marginal rate of nearly 85 percent provided by the House bill on 
incomes of $50,000, and the rate of 94.5 percent provided for incomes 
of $80,000. The rates provided by your committee’s bill in these 
brackets also are drastic but less so than those of the House bill. 
Under your committee’s bill the marginal rate at $28,000 is 67 percent; 
at $44,000 is 73 percent; at $70,000 is 82 percent; and at $200,000 is 
91.7 percent. 

A similar limitation on the tax increase was previously provided 
in the Victory tax imposed by the Revenue Act of 1942. That tax 
was limited to the excess of 90 percent of net mcome after the regular 
income tax liability. The 1940 defense tax also used this type of 
formula. Your committee believes that in bracket areas where the 
progression is already quite steep the formula used in imposing addi- 
tional taxes should measure ability to pay by taking into considera- 
tion taxes already paid. It is only the funds remaining after the 
payment of the present tax burden which such individuals will have 
available to meet additional tax burdens. 

Although the House bill increases the alternative tax on capital 
gains to a little over 28 percent, your committee’s bill retains the 
ceiling rate in this tax at 25 percent. Your committee recognizes that 
capital gains are different from ordinary income in that the time of 
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realizing a capital gain, to a substantial degree, is subject to the 
control of the taxpayer. Therefore, in this case, particularly, high 
rates tend to discourage the realization of gains. Congress has 
recognized this as far back as the Revenue Act of 1942 by placing an 
effective ceiling rate of 25 percent on capital gains income. Since 
that time, although individual income tax rates have been both sub- 
stantially increased and decreased, this ceiling rate has remained 
the same. In view of this your committee does not believe that it 
is appropriate to consider a change in this ceiling rate at this time. 

A termination date, namely, December 31, 1953, has been provided 
by vour committee for the individual income tax rate increases because 
it is recognized that these rates are exceedingly high, and your com- 
manne hopes that it will be unnecessary to continue rates at this high 
level after December 31, 1953. In any case, it appears desirable to 
review the le - ‘Is of the individual income tax rates at that time. 

November 1, 1951 was selected as the effective date for the individ- 
ual income a increases because so much of the individual income 
tax is collected through the withholding system that it is not feasible 
to make changes in this tax applicable prior to the time the withholding 
rate increases can be made. Because some time will be required for 
the preparation of the new withholding tax te - les and their distribu- 
tion to emplovers, November 1 appears to be the earliest possible 
date at which withholding can be made effective. The September 1 
date contained in the House bill was selected before it was known 
how much time would be required for the proper consideration for 
this tax measure. 

Your committee has included the increase provided by its bill in 
the regular surtax rate schedule because it is believed that this will 
be easier for both the taxpayers and the administrators. The report of 
the Committee on Ways and Means of the House indicates that the 
rate increase provided by the House bill was not included in the rate 
schedule because it was believed that a separate schedule would be 
more generally recognized as representing a temporary tax increase. 
Your committee agrees with this objective, but believes that it is 
better accomplished by the termination date for the individual in- 
come tax increases as provided in its bill. Therefore, it was believed 
unnecessary to retain the increase made by your committee as a 
separate computation. 


B. Heap-or-HovsenoL_p PROVISION 
Ba De scription 
For persons qualifying as a ‘“‘head of a household”’ your committee’s 
bill provides a ” w surtax table applicable for ts axable years beginning 


after October 31, 1951 and the House bill, for taxable years beginning 
after August “4 1951. Thus, in both cases, for a calendar year tax- 
payer, the provision will not become effective until 1952. In your 


committee’s bill the new surtax table is constructed to give heads of 
households approximately one-quarter of the benefits of income-split- 
ting, while the surtax table in the House bill provides them approxi- 
mately one-half of these benefits. 
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Your committee’s bill defines a head of a household, for purposes of 
obtaining the benefits of this special provision, as an individual who 
is not married and who maintains a household in which lives 

(1) One of his children (including an adopted child), one of 
their descendants or a stepchild (but the child, descendant, or 
stepchild if married must still be a dependent of the taxpaver 
and not file a joint return); or 

(2) Any person (not filing a joint return with a spouse), who 
has a gross income of less than $600,° more than half of whose 
support is supplied by the taxpaver and who bears one of the 
following relationships to the taxpayer: 

a) A brother or sister or stepbrother or stepsister, 
b) A parent or one of their ancestors, 
c) A stepparent, 
d) A nephew or niece, 
(e) An uncle or aunt, or 
f) A son-in-law, daughter-in-law, mother-in-law, father-in- 
law, sister-in-law, or brother-in-law. 

The House bill differs only in one minor respect in the tests outlined 
above. In the House bill the descendants of stepchildren are included 
among the relatives who if living in the household of a taxpayer may 
make him eligible for the head-of-household status. 

Under both bills, a taxpayer is considered as maintaining a household 
only if during the vear he furnishes more than half the maintenance 
costs of such household. Moreover, the individual who makes it 
possible for the taxpaver to cain the benefits of the head-of-household 
status must actually live in the taxpaver’s household during the entire 
taxable vear unless he is temporarily absent, for example, attending 
school or for reasons of health. Under this definition it is immaterial 
how much gross income an unmarried child or grandchild living with 
the taxpayer may have 

Table 3 shows for both the House bill and vour committee’s bill 
the amount of tax paid at selected net income levels for heads of house- 
holds with one dependent, for single individuals with one dependent, 
and for married couples with no dependents. It also shows how much 
less the tax of the head of household and the tax of the married 
couple are than that of the single person at the same income level. 
This represents the benefits of income splitting which present law 
erants in full to married couples and which both the House and your 
committee’s bill grant in part to heads of households. The last 
column of the table expresses the income-splitting benefits granted 
heads of households as percentages of the income-splitting benefits 
available to married couples. This shows that your committee’s bill 
grants about 25 percent, and the House bill about 50 percent, of the 
benefits of income splitting to heads of households. 

§ Under present law the taxpayer is wed a dependent redit pr led 


income of less than $500 Sec. SU our munitte bill, d issed elsewl 
allowable gross income of a dependent 
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TABLE 3.—Comparison of individual income tax burdens for heads of households 
under the House bill and your committee’s bill with those for single persons wiih 
1 dependent and for married couples under both bills, for 1952 


A. HOUSE BILL 


Amount of tax difference 

| Amount of tax |} between single person Percent tax 

with 1 dependent and—} difference 
of head of 


Selected net household 


income levels ! Head of Sinele indi Married | is of that 
household | viqy ] with couple filing | Headof | Married of married 
with 1 \ pine : a joint household couple | couple 
dependent exemption ee 
$1,500 $68 $68 $68 
$2,000 LSO 180 | 180 
$3,000 405 405 405 ‘ 
$5,000 875 896 855 $21 Hl 51.2 
$8,000 1, 697 1, 800 1, 593 103 | 207 419.8 
$10,000 2, 318 2,511 2, 124 193 | 387 49.9 
$15,000 4,172 4, 606 3, 668 524 1, 028 51.0 
$20,000 6, 462 7, 452 5, 481 990 1, 971 50. 2 
$25,000 9, 092 10, 622 7, 565 1,630 | 3, 057 50. 0 
$50,000 25, 605 29, 201 22, O41 } 3, 596 | 7,160 50.2 
$100,000 66, 830 74, 264 59, 373 7, 434 14, 891 49.9 
$500,000 442,724 2 450, 000 133, 161 7, 276 16, 839 43.2 
$1,000,000 2 990, 000 2 900, 000 2 900, 000 
B. COMMITTEE BILL 
$1,500 $67 $67 $67 
$2,000 178 178 178 
$3,000 ; i 400 40 | 400 v 
$5,000 872 883 S44 $11 $39 28. 2 
$8,000__- 1, 728 | 1,776 1, 571 8 | 205 | 23. 4 
$10,00) : 2, 388 2, 476 2, 096 | 88 | 380 23. 2 
$15,000 4, 372 4, 636 3, O18 264 | 1,018 25. 9 
$20,000... 6, 872 7, 364 | 5, 408 | 492 | 1, 956 25. 2 
$25,000 y 722 | 10, 482 7, 460 760 3, 022 | 25. 1 
$50,000_---_-_- 26, 288 | 27,796 | 21, 744 1,508 | 6, 052 24.9 
$100,000__- es 65, 732 | 68, 816 | 56, 468 | 3, 084 | 12, 348 25.0 
$500,000 428, 890 | 434, 372 | 411, 344 | 5, 482 | 23, 028 | 23.8 
$1,000,000 3 880, 000 $880, 000 | 869, 844 |... | 10, 156 |..... 
1 | | 


1 Income after deductions but before exemptions. 
? Maximum effective rate limitation of 90 percent, 
§ Maximum effective rate limitation of 88 percent. 


Reasons for adopting the head-of-household provision 

Your committee agrees with the House that taxpayers, not having 
spouses but nevertheless required to maintain a household for the 
benefit of other individuals, are in a somewhat similar position to mar- 
ried couples who, because they may share their income, are treated 
under present law substantially as if they were two single individuals 
each with balf of the total income of the couple. The income of a 
head of household who must maintain a home for a child, for example, 
is likely to be shared with the child to the extent necessary to main- 
tain the home and raise and educate the child. This, it is believed, 
ustifies the extension of some of the benefits of income splitting. The 
an ship appears particularly severe in the case of the individual with 
children to raise who, upon the death of his spouse, finds himself in 
the position not only of being denied the spouse’s aid in raising the 
children, but under present law also may find his tax load much 
heavier. 

As indicated by the report of the Committee on Ways and Means 
of the House it does not appear appropriate to give a head of household 
the full benefits of income splitting because it is unlikely that there is 
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as much sharing of income in these cases as between spouses. More- 
over, it is your committee’s opinion that in view of the fact that under 
the head-of-household provision taxpayers are not required to include 
the income of the dependent (spouses must file a joint return in order 
to enjoy the benefits of income splitting) an allowance of 25 percent 
of the benefits of income splitting for such taxpayers should be 
adequate. 

In defining the relationship to the taxpayer of an individual who 
enables the taxpayer to claim 9 head-of-household status, the 
relationships provided in section 25 (b) (3) of the code for claiming 
a de ‘pendence: y credit have been ialiamed. In all cases except those 
in which unmarried children, their descendants or stepchildren 
live in the home of the taxpayer he must supply over half of the support 
of the relative and the relative must have gross income of less than 
$600.6 These limitations are believed to be unnecessary in the case 
of children, grandchildren, or stepchildren because such relatives are 
ordinarily a part of the close family unit and the relationship is more 
nearly similar to that existing between spouses than is true in the 
other cases. However, even such individuals must live in the same 
household as the taxpayer, except for the temporary absences pre- 
viously described, and the taxpayer must supply over half the cost 
of maintaining the household. However, the limitations described 
in section 25 (b) (3) are applied where the children or grandchildren 
are married. This will prevent extending the benefits of a head of 
household to a parent while the child is himself obtaining the benefits 
of income splitting with his spouse. 


C. Distrrisution or Tax BurpbEeNn 


Table 4 shows the distribution of the individual income tax burden 
under present law, the House bill and your committee’s bill by ad- 
justed gross income classes.’ It also distributes by the same classes 
the number of taxable returns, the adjusted gross income, the value 
of the exemptions and the normal tax and surtax net income.* 

The table indicates that of $25,823 million in total individual 
income tax liability under your committee’s bill, $9,637 million will 
come from those with adjusted gross incomes of $5,000 or less 
and $16,186 million from those with adjusted gross incomes of over 
$5,000. 

6 See footnote 4 above 


7 Income after business but before personal deductions and exemptions, 
§ Income after business and personal deductions and exemptions, 
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TABLE 4 Estimated distribution of individual income-tax returns, income, exremp- 
tions, and tax liability under present law, House bill, and Finance Committee bill 
when fully effective 

[| Money amounts in millions of dollars] 
7 sie Total tax 
Total Adjusted | Value of | Surtax ro ul a tag under 

Adjusted gross income classes number gross exemp- net yet t ee Finance 

reser! ouse 2 
ol returns income tions income D w . } i , Commit- 
: ; tee bill! 
| 1 ¢ “ 1. S68. 0905 $1. 121 $272 $54 SH] S60 

$1,000 to $2,000 6, 991, O74 it 4, 209 S42 47 4 

$2,000 to $3,000 10, 90S, O14 12,018 11, 226 2. 245 2 52 2 492 

$3,000 to $4,000 9. &30. TOT ; ] 1065 14,315 2, 871 §, 229 s. LN 

$4,000 to $5,000 6, 262, 777 27, WO 11, 259 13, 247 2, 672 OO. 2, 64 

lotal under $5,000 35, S60, 757 LOL, O7 16, 230 13, 268 &, US4 », Te ) 637 

$5,000 to $10,000 6, 645, 679 $2, 850 12, 524 24, 916 5, OSO 5, 707 5, 63 

$10,000 to $25,000 1, 342, 865 19. 470 2. 637 14. 742 488 , GOS , RO 

$25 (0K) to $50,000 247, 141 &, 200 10. 6. 970 2 IRQ 2 A560 2, 529 

$50,000 to $100,000 70. 115 4, ¢ 138 3, 966 1, 862 2, OS6 2, 026 

$100,000 to $250,000 18. 276 2 559 . 1, 966 1. 276 1, 429 1, 341 

$250,000 to $500.00 1. O67 647 ; 12s 378 118 RR 

500.000 to $1.000.000 179 Le ! 185 192 200 195 

$1.000.000 and over 180 ) L7sS J) 219 208 

$5000 x 7 0 15.8 t 14. 771 f 7 16, 1K 
44. 187. 468 180, 100 62.0 6, 631 23. 4 26, 302 25, 823 
I x ) capital ga 
l x 4 Y 
Nott Figures are rounded and may not add to totals. 


IV. GENERAL CORPORATE TAX CHANGES 


Both your committee’s bill and the House bill provide a top corpor- 
ate rate of 52 percent as contrasted to 47 percent under existing law. 
Your committee’s bill provides a corporate income tax rate of 27 
percent on the first $25,000 of each corporation’s income, and a 52- 
percent rate on all income in excess of $25,000. This can be com- 
pared with House bill rates of 30 percent on the first $25,000 of in- 
come, and 52 percent on all income in excess of $25,000. Under 
existing law the first $25,000 of each corporation’s mcome is taxed at 
25 percent and all income in excess of this amount is taxed at 47 per- 
cent. Under both your committee’s bill and the House bill the top 
corporate iacome tax rate, taken together with the 30 percent excess 
profits tax rate, gives a combined rate of 82 percent applying to 
adjusted excess profits net Income, as compared with a combined rate 
of 77 percent under existing law. Your committee’s bill provides a 
ceiling rate of 17 percent for excess profits tax and consolidated return 
purposes, which when taken together with the maximum effective 
rate of about 52 percent under the corporate income tax, means that 
in no case will more than about 69 percent of a corporation’s income 
be taken in income, consolidated return and excess profits taxes. The 
House bill provides a ceiling rate on income taxes and excess profits 
taxes, taken together, of 70 percent, and present law provides a 62 
percent ceiling of this type. The normal tax and surtax rate changes 
provided by your committee’s bill are effective as of April 1, 1951, 
and are to terminate as of December 31, 1953. The House bill sets 
January 1, 1951, as the effective date but has no termination provision. 

It is estimated that in a full year of operation these changes in 
corporate rates will increase liabilities by $2,220 million before 
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consideration is given to the effect on individual income taxes of the 
smaller amounts which will be available for corporation dividend 
payments. Of this amount, $2,100 million is attributable to the 
increases in the recular corporate income taxes. The additional 
$120 million is attributable to increases in excess profits tax liabilities. 
It is estimated that after the decrease in individus' income tax col- 
lections resulting from smaller dividend paymenis is taken into 
account, the net increase provided by the actions of your committee 
with respect to corporate rates will be $2,060 million. The House bill 
provided a gross increase in corporate tax liabilities of $3,078 million 
and a net increase of $2,855 million. 

In the fiscal vear 1952, ending June 30, 1952, it is estimated that the 
increases mM corporate rates provided bv vour committee’s bill will 
increase revenues in this vear by $870 million as compared with 
$1,740 million under the House bill. 


A. Normat TAX AND SurtTaAx Rate CHANGES 


Your committee’s bill provides a corporate normal tax rate of 27 
percent as compared to 25 percent under existing law, and 30 percent 
under the House bill. The corporate surtax rate under your com- 
mittee’s bill is 25 percent as compared to 22 percent under both 
existing law and the House bill. Changes are also provided in both 
vour committee’s and the House bills in the credits allowed Western 
Hemisphere trade corporations and the credits for dividends paid 
and received on preferred stock of public utilities, in order to retain 
the tax differential provided in these cases under existing law. 

Since corporations with incomes of $25,000 or less are subject onlv 
to the normal tax, their rate of tax is ine - ased from 25 percent to 27 
percent under your committee’s bill, or by 3 percentage points less 
than is provided by the House bill. The combined normal tax and 
surte 1X ON incomes in excess of $25,000 is increased from 47 percent to 

2 percent by your a ’s action, the same increase as is pro- 
vided by the House bill. Table 5 compares for corporations with 
selected net incomes the combined corporate normal tax and surtax 
effective rates under your committee’s bill with those under the 
House bill, under existing law and under the law in effect prior to the 
enactment of the Revenue Act of 1950. The table indicates that 
under your committee’s provisions the effective rate, or average rate 
on the entire taxable income, for corporations with incomes of $25,000 
or less, is always 2 percentage points above existing law and 3 per- 
centage points below the House bill. For corporations with incomes 
above $25,000 the percentage point increase provided by your com- 
mittee as the income grows larger gradually approaches, but never 
quite reaches, a 5-percentage-point increase over existing law. Or, 
expressing it another way, the increase provided by your committee’s 
bill never quite reaches the increase provided by the House bill. 
This is attributable to the fact that vour committee did not place the 
full 5-percentage-point increase on the normal tax with respect to 
which corporations are fully taxable, but rather added 3 of the addi- 
tional 5 percentage points to the surtax with respect to which corpora- 
tions have a $25,000 exemption. 

Table 6 shows for corporations with selected net incomes the com- 
bined corporate normgl tax and surtax liabilities under your com- 
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mittee’s bill, under the House bill, under existing law, and under the 
law in effect prior to the enactment of the Revenue Act of 1950. 
The increase in tax liabilities of your committee’s bill over existing 
law ranges in the cases shown from 8 percent on incomes under 
$25,000, to 10.64 percent on incomes of $100,000,000. Under the 
House bil the increase in tax liabilities ranges in the cases shown from 
20 percent of the tax due under present law on incomes under $25,000, 
to 10.64 percent on incomes of $100,000,000. Thus under your com- 
mittee’s bill the percentage increase in tax grows larger as the income 
increases, while under the House bill exac ‘tly the reverse is true. 

The rate increases provided by your committee’s bill are much 
larger than it would ordinarily be desirable to provide, and it is 
realized that if corporate rates are continued at this high level in- 
definitely the expansion of productive facilities may be seriously 
impaired. For this reason your committee has set December 31, 
1953, as the termination date for these increases. In the interval 
before 1953, your committee believes that corporations will be able 
to stand these high rates in view of the high corporate profits stem- 
ming in a large part from the national defense program and the high 
level of demand generally for products and services. In the first 
quarter of 1951 corporate profits before taxes were running at the 
annual rate of nearly $52 billion, and in the second quarter of 1951 
it is estimated that corporate profits were running at the annual rate 
of $48 billion. Thus, corporate profits in the first half of 1951 
are above the very high rates reached in the last half of 1950 and 
one-half again as large as the events in the calendar vear 1948, which 
were the largest prior to 1950. It is expected that corporate profits 
after all taxes, even including the taxes imposed by your committee’s 
bill. will be within about $2.5 billion of the level of corporate profits 
after taxes in 1950 and above the profits after taxes in any prior year 
except 1948. During World War II, for example, corporate profits 
after taxes ranged from $8.5 billion to $10.8 billion as compared to 
anticipated corporate profits of about $20 billion after the taxes 
imposed under your committee’s bill. 


TABLE 5.—Comparison of corporate combined normal tax and surtax effective rates 
under present law, House bill and Senate Finance Committee bill 


Effective rates of combined normal tax and Percentage point 
surtax (percent) increase over present law 
DEst RRND BRE Be et ne eee a 
tax and surtax | | - 
> ry | Present | House” Finance | House Finance 
| Pre-1950 | law bill | Committee bill Committee 
bill bill 
$1,000 | 21. 00 25.00 | 30.00 | 27. 00 5.00 | 2.00 
$5,000 ; al 21.00 25. 00 30.00 | 27.00 | 5.00 2.00 
$10,000 j 22.00 25. 00 30.00 | 27.00 | 5.00 2.00 
$25,000 | 23.00 | 25. 00 30. 00 27.00 | 5. 00 | 2.00 
$30,000 ; 28. 00 28. 67 33. 67 | 31.17 | 5.00 2. 50 
$40,000 34. 25 33. 25 38. 25 | 36.38 | 5. 00 3.13 
$50,000 38. 00 36. 00 41.00 39. 50 | 5. 00 3. 50 
$60,000 38.00 | 37. 83 42.83 $1.58 | 5.00 | 3.75 
$75,000 38. 00 39. 67 44. 67 43. 67 | 6.00 | 4.00 
$100,000 38. 00 41. 50 46. 50 | 45. 75 5.00 4.25 
$200,000 38.00 | 44.25 | 49. 25 | 48. 88 | 5.00 | 4.63 
$500,000 38. 00 45. 90 50. 90 | 0. 75 5. 00 4. 85 
$1,000,000 38.00 | 46. 45 51.45 51.38 5. 00 4.93 
$10,000,000 38. 00 46. 95 51.95 | 51. 94 5. 0O 4.9 
$100,000,000 ; 38. 00 46. 99 51. 99 51.99 5. 00 | 15.00 


| 





1 This percentage is rounded. It actually is just under 5 percent, 
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TaBLE 6.—Comparison of corporate normal tax and surtar liabilities under pre-1950 
law, present law, House bill, and Finance Committee bill 


Increase in tax liability over present law 
| Combined normal tax and surtax . ‘ ~~ 
Net income sub Amount Percent 


ject tonormal tax — aoe ad 
and surtax | | 


Finance k ance I € 
Pre-1950 | Present | Hon Ce H Cor House 
+W bill mittee | mittee I 
bill t 

$1,900 $216 S256 $300 $27 $ &%) g 00 
30,000 1, 050 Ol 1, 500 a0) 2 WW & OO 
S10 000 > AY ) 4) Ow 2. 700 1) “ * 
$25,000 ( 6, 2 7 “ 0 1, 2%) " s ) 
$30,000 & 400 HK 19. 100 9 1. 500 7H 7. 44 & 72 
$10,000 13. 700 13. 300 5 30K 14, 55 2 000 1, 25 { 1 40 
$50,000 19, OO 18. 000 0), 500 19. 75 2 5K 7 s 72 
$60,000 22 800 99 70 ) 0) 24, 950 Ml 2 9 2 
$75,000 28, 500 299, 750 AM 2 750 ry 000 s 
$100,000 8 N00 j iM { 0 15 750 5 O00 4. 25 9 
$200,000 76, 000 88. FOL g SO) 7 7 ¥ 9 
$500,000 190, OO 9 AO 254, 500 953. 744 25, 000 24. D5 
$1,000,000 380, 000 464, 5M 514 “ 7 0, 000 49.2 
$10,000,000 }, S00, OO) 1 604, SOK 1 500 3. 7M 5 On 194, 2 i 
$1090,000,000 8 N00. 0 16. 994.500 5 44.500 151. 993. TH 000. 000 |4. 99 ‘ 64 


Moreover, these larger tax collections during the immediate period 
ahead will occur during a period of large defense orders and a high 
level of consumer income. ‘The assurance of these large and predict- 
able markets for producers during the immediate period ahead must 
be offset against the adverse effect on incentives of the high corporate 
taxes provided by this bill. 

Your committee deems it desirable to add only two out of the five 
percentage points by which corporate taxes are increased to the 
normal tax because this is the only rate under which some small 
corporations are taxed and the rate under which most of the income 
of other relatively small corporations is taxed. Your committee be- 
lieves that the continuance of a free competitive market demands the 
creation of new, and the growth of existing, small! businesses and that 
this necessitates preferential tax treatment with today’s corporate tax 
burden. 


{ 
| 
I} 


B. Ceminc Rare or Maximum Rate Limitation 


Under existing law the normal tax, surtax, 2-percent tax on con- 
solidated returns, and excess profits tax together may not exceed 62 
percent of a corporation’s excess profits net income (income before 
deducting the excess profits credit and unused excess profits credit 
carry-over.’ Thus, for corporations with effective income tax rates 
of about 47 percent, this means that the excess profits tax may not 
exceed about 15 percent of their excess profits net income. 

Under the House bill this ceiling rate, or maximum rate limita- 
tion, is raised to 70 percent, or by 8 percentage points. Five of 
these percentage points merely offset the 5-percentage-point increase 
in the income tax rates in the case of the corporation with most of 


* For this purpose the excess profits net income is substituted for the normal] tax net income and surtax 


net income in computing the various taxes involved Excess profits net income is income before the dedue- 
tion of the excess profits tax credit and the excess profits credit carry-over. The 30 percent excess profits 
tax rate is applied to adjusted excess profits net income—that is, excess profits net income after deduction 


of the excess profits credit and the unused excess profits credit carry-over. 
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its income taxed at the 52-percent rate. The additional 3-percent- 
age-point increase in the ceiling rate provided by the House bill, 
however, has the effect of increasing the excess profits tax liabilities 
of many corporations. The 70-percent ceiling rate for a corpora- 
tion with an effective income tax rate of about 52 percent means that 
its excess profits tax may not exceed about 18 percent of its excess 
profits net income under the House bill as contrasted to 15 percent 
under existing law. 

Your committee’s bill adopts a new type of ceiling rate. The ceil- 
ing rate in this bill is 17 percent of excess profits net income but applies 
only with respect to excess profits tax liability and the tax liability on 
consolidated returns. For corporat ions with income tax effective rates 
of about 52 percent this is the equivalent of about a 69-percent ceiling 
rate on liabilities under the income taxes, consolidated return tax and 
excess profits tax, taken together, and this is the rate which is com- 
parable in these cases to the 70-percent ceiling rate under the House 
bill and the 62-percent ceiling rate under existing law. However, 
because of the $25,000 surtax exemption, the effective income tax 
rates of corporations with taxable incomes of less than $300,000 is less 
than 50 percent. As a result a ceiling rate of 69 percent on their 
combined income and excess profits liabilities is quite different from 
a 17-percent ceiling on their excess profits tax liabilities. Table 7 
shows for selected income levels, the effective income tax rates under 
your committee’s bill, and the maximum effective rates with the 69- 
percent ceiling formula and the 17-percent ceiling formula. The table 
indicates that for corporations with incomes over $58,000 the 17- 
percent formula is the more generous, resulting in a maximum tax 
saving of nearly 6 percent of total income for corporations with 
incomes of about $106,000. 

I orporations with incomes under $57,692.31 the $25,000 minimum excess profits tax credit prevents 


a} r effective rate than 17 percent under both formulas 
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TARI EK x: Corporation normal tax and surtar effective ales wunde the Finance 
Committee bill, and a con parison ot the maximum € fective ates of ncome and 
exrce ss-profits taxes under a 69-percent ceiling rate on ncome and excess-profits taxes 
with the ceiling rate unde the Senate I mmance Committee b a 17-percent ng 


rate on excess-profus taxes alone 


$10,000 , 
$25,000 7 (Ml “ 
$30,000 
$40,000 6. 38 
$50,000 ya 
$57,692 

20,000 
$70,000 - 
$80,000 4 ‘ 
S00 000 Z 
$100,000 { HS i ) 
$105,769 ‘ 69 ¢ 

$150,000 A7 8 f ) 4 8 

$200,000 % &N 0 x 

$250,000 19 Go. OK 

$300,000 19.92 69. ( f ‘ 
$400,000 { 

$500,000 ao 

$1,000,000 x Oo 68. 38 
$10,000. 000 HS } 


$100,000, 000 a) ‘ ~ 


Your committee prefers this ceiling on excess-profits-tax habilities 


over the type ot ceiling rate in present law and the House bill be 2use 


: se. aad . . { | tie) 
this type of ceiling rate is ore aagvantageous to smal corporations. 
' c ¢° } , 1 1” 4 aac ‘ 
Moreover. even for lareve eorporations thus | /-pereet! CeIn rate pro- 
. an : + 1] css ] 
Vices a Maximum eHrective rate on total babliivies whieh 1 ever quit 
sf 1 1 ’ _ i 1 ! 
bY percent as compared to the tat ¢f-pereent ceiling provided uncel 
a8 ] l ] | 
the House bill. Although the large corporations subject to this mant- 
1? } ‘ 
mum rate necessarily have substantialiv larger earni n then 
excess-pronts-tax credit would suggest is ““normat, ’ this wer manxi- 
° } } l l 4 
mum rate is deemed desirable because lmpertections in the present 
* : . - : 
a owable methods of eomputin the excess nprotit eredit Mav s “eS 


stantially understate ‘‘norma earn 
C. Capirat-Gains Tax Rat 


The House bill increased the capital-cains tax rate tor corpor: 
from 25 to 28.125 percent This is an increase of 12 pereent, which 


corresponds with the 12 -percent increase made D\ the House bill in 


the capital-gains tax ra 


provides no increase in the maximum capital-gains tax rate of individ- 


t 


a a ' ; oir, 
© Ol individuals since vour committee s Du 


1 . . 1 ° 41 ] $ { ' : 
uals, no increase Is mace in the capital-cains ta rate of corporacvlons 
Under the House bill it was estimated that the rate increase in capita 


eains would increase corporate tax linbilities by S38 million before 


takine into account the red ition In corporate Iviaend Davmerts 
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D. PERCENTAGE OF THE AVERAGE Bass Pertop Net INcomre TAKEN 
Intro Account IN CompvuTING THE Excrss-PrRoFIts CREDIT 


Under present law a corporation in computing its excess-profits 
credit on the basis of average earnings may take into account only 
85 percent of its average earnings in its three best years in the period 
1946 49. The House bill reduces this percentage to 75 a but 
your committee’s bill keeps it at 85 percent. 

After studying this point last year in its consideration of excess 
profits tax legislation, your committee concluded that a 15-percent 
discount was an adequate adjustment in order to place 1946-49 earn- 
ings on a normal basis and your committee believes a greater discount 
cannot be sustained. To further reduce this 85 percent in the case of 
the average-earnings base is to penalize those using this type of credit 

instead of the invested capital credit. It should not be forgotten 
that in the World War II excess-profits tax the average earnings in 
the base period was only reduced by 5 percent. 


E. Errective Darr 


Under your committee's bill the corporate rate increases are effec- 
tive as of April 1, 1951. Under the House bill they are effective as of 
January 1, 1951. Your committee generally is opposed to making 
retroactive rate increases and for this reason did not accept the House 
effective _ of January 1. However, the need for revenue in the 
fiscal year 1952 made it necessary for your committee to apply these 
rate increases as far back as April 1 of this year. By making these 
corporate rate increases effective at that time it is anticipated that 
collections in the fiscal year 1952 (before taking into account the 
effect of smaller dividends on individual income tax collections) will 
be increased by $975 million as contrasted to only $615 million if, for 
example, the corporate rate changes were not made effective until 
July 1, or $295 million if the rate changes were made effective as of 
October 1. Moreover, by making the rate increase effective as of 
January 1, the House bill increases the tax of most corporations even 
before they have paid any of the additional taxes resulting from the 
increases made by the Revenue Act of 1950. Thus, for a calendar year 
corporation, for example, the top corporate rate would jump from 42 
percent in 1950 to 52 percent in 1951. ‘This is an increase of about 
24 percent, and your committee considers it too steep an increase to 
be made with respect to a single year. By making the increase effec- 
tive as of April 1, your committee’s bill spreads the full 24 percent 
increase over 2 years instead of 1. It should also be noted that for 
the bulk of the corporations, which are on a calendar-year basis, the 
Government will not begin collecting this additional 1951 tax liability 
until March 1952 and will not complete its collection until December 
1952. Thus, corporations will have adequate time in which to prepare 
for these additional tax payments. 

The corporate income tax and ceiling rate changes provided by your 
committee’s bill a be effective with respect to taxable years begin- 
ning after March 31, 1951. For corporations with taxable years be- 
ginning prior to hae 3 , 1950, and ending after March 31, 1951, your 
committee’s bill provides a formula for prorating the taxes due under 
the law in effect prior to the Revenue Act of 1950, under existing law 
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and under your committee’s bill. For corporations with taxable years 
beginning after June 30, 1950, and ending after March 31, 1951, your 
committee’s bill prorates the taxes due under existing law and under 
your committee’s bill. In general these proration formulas provide 
that the tax on the entire income is to be computed at the two or 
three different rates applicable. ‘Then these taxes are multiplied by 
a fraction of which the numerator is the number of days in the corpo- 
ration’s taxable vear in which the rate in question is effective, and the 
denominator is the total number of days in its taxable year. ‘The sum 
of these fractional taxes is the corporation’s final obligation. 


EF. DistrRIBuTION OF THE BURDEN 


‘Table 8 shows the combined corporate income and excess profits 
tax liabilities of poceen itions in various income classes under existing 
law, under the House bill and under your committee’s bill. The table 
indicates that of the 415,182 corporations with taxable net income, 
292,491, or about 70 percent of the total, have incomes of less than 
$25,000. ‘These corporations which have 4.8 percent of the total tax- 
able income, bear 3.55 percent of the increase in tax liabilities provided 
by the House bill, but only 1.94 percent of the increase in tax liabilities 
under your committee’s bill. ‘The 45,022 corporations with incomes 
of $100,000 and over, which constitute about 11 percent of the total 
number of corporations with taxable net income, have 87.25 percent 
of the total taxable income, and would bear 89.34 percent of the 
increase provided by the House bill, or 92.37 percent of the in- 
crease provided by your committee’s bill. 


TABLE 8. Estimated corporate income and excess profits tax liabilitie nder presen 

law, the House bill and the Finance Committee bi calendar year 1951 } 

I f 1 ex ofit x I 
Numbe I i 
Taxable net income classe f taxat 
( l >. 4 I ‘ t 
House t it- | Hot ( 
bill 
M ms Millions M g Millions Mil § Ml : 
Up to $25,000 992 49 $2 161 $540) $648 $58 $108 $43 
$25,000 to $50,000 47,192 1, 564 Hot 608 563 oo 4S 
$50,000 to $100,000 0. 477 9 8 ROU 1, 027 QR2 128 R3 
$100,000 and over 45, 022 1,311 21, 426 24, 142 23,473 2,7 2, 047 
Total $15, 182 45, O5¢ 23, 385 26, 425 25, 601 10 2, 216 
Per it di { nm 

Up to $25,000 70. 45 4.80 2 31 2 45 2 28 3 1.94 
$25,000 to $50,000 11.37 3. 47 2. 22 2. 30 2. 20 2 90 1.94 
$50,000 to $100,000 7.34 4. 48 & , 89 5 4 4.21 7 
$100,000 and over 10. 84 87.2 91. 62 G] 91. 68 R09 34 92. 37 
1K L100. 00 100. 00 1X mH me “ LOM nl 


1, Based upon a level of profits before tax (Commerce basis) of $48 billion 
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V. TAX-EXEMPT ORGANIZATIONS 


Your committee’s bill imposes the regular corporate income tax on 
certain undistributed profits of the following organizations fully 
exempt from income tax under section 101 of the present law: farmers’ 
purchasing and marketing cooperatives, mutual savings banks, and 
State chartered savings and loan associations, as wellas Federal savings 
and loan associations. A minor amendment is also provided in the 
case of educational bodies with respect to their “feeder” organizations, 
This provision is in the House bill. With respect to mutual casualty 
and fire insurance companies, presently subject to limited taxation, the 
staffs of the Treasury Department and the Joint Committee on 
Internal Revenue Taxation have been requested to prepare a report 
on their tax treatment, and vour committee w ill ove consideration to 
this matter as soon as Is feasible after the completion of that report. 

The House bill does not go into the subject of tax treatment of 
cooperatives or mutual financial institutions. As a result the $150 
million which it is anticipated will be derived from the tax treatment 
provided in your committee’s bill for these organizations represents 
an increase not only in the amount collected under present law but 
in the amount which would be collected under the House bill. 


A. CoopErRATIVES 


Section 101 (12) of the code exempts from income tax all farm 
cooperatives which meet certain specified requirements. This exemp- 
tion includes not only cooperatives marketing the products of farmers 


but also cooperatives purchasing products and reselling them to 


farmers. ‘The chief requirements which must be met by cooperatives 
in order to be exempt from income tax under section 101 (12) are as 
follows 
1. They must be farmers’, fruit erowers’, or like associations 
ors inized and operated oO! a coopera ive basi for thre purpose 
of marketing products or purchasing supplies for their members. 
= t : ~ is : 
2. Substantially all of their stock (other than preferred non- 
oting stock) must be owned by producers marketing products or 
purehasi } supplies th ough the cooperatives 


3. The marketing of products of nonmembers may not exceed 
50 pereent in value of the cooperative’s total marketing. 
t+. The purchasing for nonmembers may not exceed 50 percent 


of the cooperative’s total purchasing, and the purchasing for per- 
sons who are neither members nor producers may not exceed 15 
percent of the cooperative’s total purchasing. 

5. Nonmembers must not be discrimated against in the 
allocation ol patronage dividends or refunds to the uccounts of 
patrons. 

At the present time, the advantages which are derived from exemp- 
tion can be summarized as follows: First, the earnings of a COO PE rative 
which are paid out to sharcholders in the form of dividends on capital 
stock are not taxable to an exempt coopera tly e but are taxable to other 
cooperatives. Second, any part of the net margins or profits which are 
retained as reserves and not allocated to the accounts of patrons are not 
taxable to an « xempt cooperative but are taxable in the case of other 
COO pt ratives. Third, nonoperating income such as interest, div idends, 
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with the United States Government or its agencies, is taxable to the 
ordinary cooperative even when allocated to the accounts of patrons, 
but are tax-free to the exempt cooperative whether or not allocated. 

Section 314 of your committee’s bill continues the exemption 
prov ided by section 101 (12) of the code but removes from its applica- 
tion earnings which are placed in reserves or surplus and not allocated 
or credited to the accounts of patrons. In addition to being tax-free 


rents, and capital gains and also the income from certain business done 


with respect to patronage dividends paid or allocated to patrons, as Is 


Pee rally aiso true in the ease of other cooperatives, the eooperatives 


coming under section 101 12) are also to remain exempt with respect 
to amounts paid as dividends on capital StTOC! and with respect to 
amounts allocated to patrons where the u me involved 2s not 
derived from patronage, as for example tn the ease of interest o1 al 
income, and come derived trom pussies mone W th Cite er ‘ral 


Government Moreover, they will not be taxed in anv w th 
respect to reserve Sel asic for anv necessal purpos ! es eS 
required by State law, if such res rves are allocated to patron 

Asa result of this action, all earnings or net margins ot cooperatives 


will be taxable cither to the cooperative, its patrons or its stockholders 


I 

with the exception of amounts which are paid or allocated to patrons 
on the basis of purchases of personal, rather than business xpense 
items. With this exception, funds which are allocated to the accounts 
of patrons, 01 paid in cash o1 merchandise, are taxable to them This 
is true in the case of eithe r taxable or tas xempt cooperative In 
the ease ol elther a tax-exe! pt or a taxable ooperative funds wl h 
are paid or allocat a to patrons on the Dasis OF | sohai expens { Ss 
have no income-tax consequences to the patrons Inee th repre nt 
a return with respect to expenditures by the patron of : rsonal 
nature, for which no income tax deduction has been ta nm OV tim. 
Kunds which are not paid or allocated to patrons b ‘ etanu as 
reserves by the cooperatives pe tuxabl at 4 T 
also will be true ol both tvpes OL Co erga yes | Ind ys out 1S 
dividends on ordinary capita COCK Ih the cas | Le hipt cooper- 
ative will be taxable to the stockholde: ile In the Ol the X- 
able cooperative a tax Is Imposed at bot the stockhold he 
cooperative level 

While the tax treatment provided by vou mmittee tor coopera- 
tives does not impose the double taxes paval 1e CAs nary 
corporate income, your committee believes that th iz of a 
single tax with r spect to substan lally ull o i Incon ( 00 i- 
tives should be sufficient in view of the unique charact Lh Ol a 


cooperative. 
Your committee disapproves of w thholding on dividends. How- 
ever, should withholding on corporate dividends be provided your 


; 


committee believes it should also be provided for patronage dividends 


paid by cooperatives. Kor that reason youl committer has aadced a 


provision to the bill which s ibjects patronage dividends of coopera- 
tives to a withholding tax if at any time one should be impose 
upon corporate dividends. 

It has been contended that, although patronage dividends are 
generally taxable to the patron, the patronage dividends paid in 
scrip or somé other noncash form have not been included in the 
patron’s income. It has been suggested that this is true because 
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the patron who reports his other income o 
tomed to considering noncash 


n @ cash basis is not accus- 
been Suggested that the 


payments as income. Also, it has 
patron is reluctant to include noncash 
patronage dividends in his income in many cases because he does 
not have sufficient other cash income available to pay the tax involved. 
To ascertain the degree to which both cash and noncash patronage 
dividends are included in returns at the present time your com- 
mittee’s bill provides that the Commissioner of Internal Reven 
to require reporting by all cooperatives 
which are paid to or allocated to the accoun 
of $100 or more. and is to have the discre 
on smaller amounts. 
Of the Treasury 
Revenue Taxation 
bility of Wwithholdin 
methods used in allocating reserves 
the e rtificates issued. 

[t is estimated that the action provided by your committee with 
respect to exempt cooperatives wil] 


increase collections from this 
source in a full year of ©peration by $10 million. 


ue Is 
of patronage dividends 
ts of patrons in amounts 
tion to require reporting 
Also, the committee has instructed the Staffs 
Department and Joint Committee on Internal 
to study and report by April 1, 1952, the possi- 


g against reserves allocated, and on the various 
and the form and character of 









































B. Murua FINANCIAL INSTITUTIONS 


1. Mutual savings banks 


Mutual savings banks wer 


e established to 
provide safe and conve 


encourage thrift and to 
nient facilities to care 


for savings. They also 
have the responsibility of investing the funds left with them so as to 
be able to give their depositors a return on their savings. Mutual] 
Savings banks were originally organized for the principal purpose 
of serving factory workers and other wage earners of moderate means 
who, at the time these banks were started, had no other place where 
they could deposit their savings. 

Most mutual savings banks were Starte 
who put up guaranty funds which were 
earnings. The organizers appointed boards 
affairs of the banks. The boards of truste 
perpetuating, direct the Policies of the 
imposed upon them by the laws of the several States in which they 
Operate. The depositors themselves have no voice either in the choice 
of trustees or in the management of the bank’s affairs. However. 
since a mutual savings bank has no capital stock. everything that the 
bank earns is, in theory, held for the benefit of the depositors. 

With respect. to outlets for their funds, mutual savings banks are 
subject to limitations similar to those which apply to other banking 
institutions. They are not required to make loans only to depositors 
or members. Table 9 shows the types of assets held by mutual 
Savings banks as of December 30, 1950, and in the case of federally 
insured mutual Savings banks, the types of real estate loans as of 
June 30, 1950. and their earnings, expenses, and dividends for the 
year ending December 30, 1950. The table indicates that United 
States Government obligations represent nearly 51 percent, and loans 
38 percent of the total loans and investments of these banks. In the 
case of commercial banks nearly 49 percent of their total loans and 
investments represent United States Government obligations, and 


d by groups of individuals 
repaid out of subsequent 
of trustees to manage the 
es, which are generally self- 
banks, subject to the l'mitations 
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41 percent represent loans.!' This indicates that if there is any im- 
portant difference between the use of funds by mutual savings banks 
and commercial banks, it is that the investments of the former are 
somewhat safer. Mutual savings banks, of course, have a larger por- 
tion of their loans in real estate than do commercial banks, but this 
can be attributed to the fact that since the deposits of mutual savings 
banks are almost exclusively time deposits, it is possible for them to 
invest a substantial portion of their funds in nonliquid assets. On the 
other hand, the majority of the deposits of commercial banks are 
demand deposits requiring greater liquidity in their investments 
In any case, the investment of funds in real estate today is not a sign 
of insecurity in view of the fact that an important segment of such 
loans are backed by the Federal Government. Table 9 indicates 
in the case of federally insured mutual savings banks, for which 
statistics are available, that, as of June 30, 1950, about 33 percent 
of the real-estate loans held by these banks were either insured by 
the Federal Housing Administration, or guaranteed by the Veterans’ 
Administration. Moreover, even the other real-estate loans are more 
secure than formerly was the case because of the present general use 
of ‘‘declining-balance”’ loans in lieu of the older ‘‘fixed-amount”’ loans. 

The total deposits of mutual savings banks as of June 27, 1951, were 
$20,400 million and their capital accounts, $2,290.) indicating that 
they have about $1 of capital for every $9 of deposits. As of the 
same date the total deposits of all commercial banks were $150,280 
million, and their capital accounts $11,860 million, indicating that 
they only have about $1 of capital for every $13 of deposits. Thus, 
despite the absence of capital stock the mutual savings banks today 
on this g¢round also appear to have considerab ly more protection than 
commercial banks, 


" As of December 30, 1950. Computed from data available in the Federal Reserve Bulletir 
12 These statistics are published regularly in the Federal Reserve Bullet 
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rh "n . ; » ‘ ite 
I ABLE 9Y. Ty pe s of assets held hy mutual savings banks as oj Dec. OU, 19dDU, and 

for federally insured mutual savings banks, types of real es‘ate loans held as of 
June 30, 1950, and earnings, expenses, and dividends in the calendar year 1950 


I, ASSETS OF ALL MUTUAL SAVINGS BANKS IN THE UNITED 
STATES, AS OF DEC, 30, 1950 


Dollar amounts 
Ilem in mil 
Total assets $22, 385 

Cash and funds due from banks 797 
United States Government obligations 10, S68 
Obligations of States and subdivisions SS 
Other securities 2, 253 
teal estate and other loan 8, 137 
Miscellaneous assets 242 
Number of banks, 529. 
1I. FEDERALLY INSURED AND CONVENTIONAL REAL ESTATI 
LOANS HELD BY INSURED MUTUAL SAVINGS BANKS, JUNI 
30, 1950 
Total real estate loans $5, 447 
Federaliv insured: 
Insured FHA and guaranteed VA mortga¢e loans on 
l- to 4-family properties $1, 364 
Insured FHA and guaranteed VA loans on 5 or more 
familv propertit 115 
Tota 1,779 
Conventional loans 3, 668 
Number of insured mutual savings banks, 192. 
lll. EARNINGS, EXPENSES AND DIVIDENDS OFS INSURED MUTUAL SAVINGS BANKS 
FOR THE YEAR ENDING DECEMBER 30, 1950 
dD ram [8 
} is 
Current operating earnings, total $478, 695 
Interest, discount and other income on real estate loans 231, 730 
Interest on U. 8S. Government obligations, direct and guaranteed 182, 457 
Other current earnings 64, 508 
Current ope rating ¢ xpenses 115, 470 
Net current operating earnings 363, 225 
Dividends (interest) paid on deposits 257, 770 
Net profits after interest and dividends 91, 175 
Number of insured mutual savings banks, Dec. 30, 1950, 194. 
Source: Annual Report of the Federal Deposit Insurance Corporation for the year ended Dee. 31, 1950, 
I nd 272, and Operating Insured Commercial and Mutual Savings Bai Assets and Liabilitic 
J | N | Dey ] l Corpo 


Section 192 (2) of the code exempts mutual savings banks from the 
payment of any income tax. The effect of the exemption has been 
to relieve mutual savings banks of income tax on the amounts retained 
litions to surplus. Since they have in- 
creased their surplus and undivided profits by over $800 million since 
1940, and by more than $5006 million since 1945, it would appear that 
they have enjoyed substantial tax savings as a result of the exemption. 

Section 313 of your committee’s bill removes the exemption of 
mutual savings banks and permits them to deduct amounts paid, 
credited or allocated to the accounts of depositors and, as in the 
case of other banks, permits them to deduct amounts credited to a 
reasonable reserve for bad debts. The addition to the reserve for 
losses on loans is to be determined with due regard to the taxpayer’s 
surplus or loss reserves at the close of December 31, 1951. In addi- 
tion, mutual savings banks are to be allowed as a deduction from 


as undivided profits and ade 
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gross Income any amount currently paid to the United States, or to 
any Federal Government instrumentality exempt from Federal in- 
come taxes, in repayment of indebtedness incurred prior to September 
1, 1951. On the remaining income, mutual savings banks are to be 
taxed in the same manner as ordinary corporations. This provision 
is effective with respect to taxable years be einning after Decembi r 
ok, 8001, 

The size of the bad-debt allowance provided in the case of com- 
mercial banks is determined under administrative rulings by the 
Commissioner of Internal Revenue. At present it is provided in the 
case of commercial banks that the amount which can be deducted 
from taxable income in anv one vear shall be determined by apply ne 


the ratio of losses to outstanding loans during the past 20 vears, to the 
loans outstanding in the current vear. These reserves are limited to 
three times the current 20- ear loss ratio In the case of mutual 


savings banks also, the formula permitted may be quite different from 


that now provided for commercial banks if the Commissioner after 
investigation finds that the historieal loss experience of these institu 


tions differs substantially from that of commercial bank In fact, 


your committee believes that the loss experience of these banks 
should be based upon 2&2 period of at least 25 years if this, in the 


aggregate, would result in greater loss deductions for these bank 


than the 20-vear period now provided in the case of commercial 
banks. Basing loss reserve deductions on the loss experience of the 
past 20 or 25 vears will include a period in which the losses of the 
mutual savines banks were quite large, with the result th: I Lo 
reserve deductions permit din the next several venrs will be 

laren 


At the present time, mutual savings banks are in active competition 
with commercial banks and life insurance companies for the public 


} 
savings, and they compete with many types ol taxable institutions in 
the security and real estate markets. As a result your committee 
believes that the continuance of the tax-free treatment now accorded 
mutual savings banks would be discriminatory. So long as they are 


exempt from income tax, mutual Ssavine's banks eNjor the advantage 


of being able to finance their growth out of earnings without incurring 
the tax liabilities paid by ordinary corporations when thev undertake 
to expand through the use of their own reserves. The tax treatment 
provided by your committee would place mutual savings banks on 
parity with their competitors 

Moreover, earnings of a mutual savings bank which are allocated 
to the accounts of depositors are subject to individual income tax 
Since it is contended that the income which is retained by the mutual 
savings banks is the income of depositors, there seems to be no reason 
why this also should not be subject to tax. However, it is impossible 
to tax the depositors on these unallocated funds, since they have no 
legal right to the funds unless they are depositors at the time of 
liquidation of the bank. Therefore, if these earnings are to be 
recognized as income, there is no alternative but to tax them in the 
hands of the mutual savings banks which have the power over their 
management and disposition. 

It has been suggested that mutual savings banks might be taxed 
only on their net income in excess of some specified reserve. How- 
ever, if the funds going into this reserve represent income there would 


A 
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appear to be no reason for not taxing them. If they are funds which 
are necessary to offset future losses, ‘allowance will alre ady have been 
made for them through a loss-reserve deduction which will afford 
these institutions at least as generous treatment as is accorded their 
chief competitors, namely, commercial banks. 
2. Savings and loan associations 

Savings and loan associations were established to encourage thrift 
and to promote home ownership. These organizations, which also 
go under the name of building and loan associations, are typically 
nonstock corporations which in reality secure their funds through 
deposits, which are known as meres Savings and loan associ- 
ations may be chartered by the States or by the Home Loan Bank 
Board. Of the 5,980 associations site were doing business at the 
end of 1949, 1,505 were Federal associations and the remainder were 
State-chartered institutions. The former group accounted for $7.1 
billion, or nearly 50 percent, of the $14.7 billion of total assets of all 
the associations. 


TABLE 10 Ty pe s of assets held by savings and loan associations as of Dec. 30, 
j 0, and for federal j insured associations, t {pes of real-estate loans held as of 
{O51 , ] } he i livided > uns 1050 — 

D . OV, LIDU, and ~ncome dividends anc undivided reserves and proj Sin 1950 
I. ASS] OF ALL SAVINGS AND LOAN ASSOCIATIONS AND INSURED SAVINGS AND 


LOAN ASSOCIATIONS AS OF DEC, 30, 195 


: ‘ 1) } 
Dol ymou! in million 
All I 1 1 SA 
I 1! loan 
it t ' 
Sif 2 $1 14 
I $13, SU $11, 1 
( S41 SS00 
| Gq n i n $ 4] $1, 202 
Nu ys S60 


Il. FEDERALLY INSURED AND CONVENTIONAL FIRST-MORTGAGE LOANS HELD 


BY INSURED SAVINGS AND LOAN ASSOCIATIONS, DEC. 30, 19% 
[Dollar amounts in millior 
tal first-mortga loar ?$11, 188 
Federally insured 

V A-guaranteed loans $733 

F HA-insured loans 2. 507 
! t 5 241 
Conventional loan 7, DAT 


lil. INCOME, DIVIDENDS, AND UNDIVIDED PROFITS OF INSURED SAVINGS AND 
LOAN ASSOCIATIONS, FOR THE YEAR ENDED DEC, 30, 1950 


{Dollar amounts in thousands] 


Net income $411, 347 
Dividends 262, 781 
Undivided profits and reserves 148, 566 


> 


Preliminary 
2 The difference between this figure and the comparable category shown in pt. I is due to differences in 
accounting methodology. 


Sources: Statistical Summary, 1951, Home Loan Bank Board, pp. $8 and 14; Operational Analysis Section> 
Home Loan Bank Board. 


Not all of the earnings of savings and loan associations are dis- 
tributed in the form of cash or credited to the shareholders’ accounts. 
Some earnings are set aside in various reserve accounts, and some are 
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retained as undivided profits. At the end of 1949, the eeneral re- 
serves and undivided profits of all savings and loan associations in the 
United States amounted to $1.1 billion. This was over 7.5 percent 
of the $14.7 billion of private savings invested in these institutio1 
Most of the assets of savines and loan associations take the form of 
mortgage loans, usually on residential properties Thirtv veal ago, 
this type of loan necount «| for over 90 percent of the assets of these 


institutions; today, the percentage is somewhat lower, although 


mortgage loans represented SU percent of all assets held at the end of 
1950. ‘Table 10 shows for 1950 the types of assets held by savings 


and loan associations at the end of the vear 1950, and in the ease of 
federally insured associations, the tvpes of mortgage loans held at the 
end of the vear and the net income, dividends, and additions to un- 
divided profits during the vear The table indicates that these asso- 
ciations have a much larger portion of their assets invested in real- 
estate mortgages than is true in the ease of commercial banks How- 
ever, this can be attributed to the fact that since the deposits of savings 


and loan associations are almost exclusively time deposits, it 1s possible 


for them to invest most of their funds in nonliquid assets. The 
majority of the deposits of commercial banks, on the other hand, are 
demand deposits requiring greater liquidity in their investments. It 
should also be noted that, as in the case of the mutual say ines banks 
nearly one-third of the mortgage loans of the building and loan asso- 
ciations, in terms of value, are insured or guaranteed by the Veterans’ 
Administration or the Federal Housing Administration 

In the early davs of these institutions, the transactions of the 


associations were confined to members, and no one could participate 


in the benefits they afforded without | ymin rehold Indi- 
viduals became Investing members oO these reanizations in the 
expectation of ultimately becoming borrow1 members as. well. 
Membership implied not onlv regular payments to the ociation for 
a considerable period of time but also risk OT OSSecs \I 

could not eancel thei memberships or W ithdraw he r shares before 
maturity without incurring heavy penalties. The fact that the 
members were both the borrowers and the lende vas the essence of 


the “‘mutualitv”’ of these organizations. 

Although many of the old forms have beet preserv« | to the present 
dav, few of the associations have retained the substance of their 
earlier mutuality. The steady « 
accumulation loans is evidence that the character of these organiza- 


ecline 1nd Othe proportion oF; share- 


tions has changed. More and more, investing members are becomin: 
simply depositors, while borrowing members find dealing with a 
savines and loan association only technically differe 
with other mortgage lending institutions in which the lending 


i 
nt fro 


19 


YrOoup 


is distinct from the borrowing group. In fact, borrowers ordinarily 


have very little voice in the affairs of most say ings and loan associa- 


i 


tions. 
One characteristic of the earlier mutuality which remains ; the 
absence of capital stock. However. the character of the organization 


has been modified by the practice of paving more or less fixed rates of 
return on shares, and of building up substantial surplus accounts to 
protect shareholders against the risk of losses 

Savings and loan associations at present are exempt from income 


tax under section 101 (4) of the code. In addition, Federal savings and 


SHOT9 D1 
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loan associations which are chartered by the Federal CGiovernment are 
exempt from income tax under the Home Owners’ Loan Act of 1933 
and are covered by subsection (15) of section 101 of the code providing 
for the exemption of United States instrumentalities. 

Section 313. of your committee’s bill removes the exemption ol 
savings and loan associations, including Massachusetts cooperative 
banks, and those chartered by the Federal Government and taxes 
them as ordinary corporations. However, it specifically allows the 
deduction for dividends paid to depositors and the amounts placed 
in bad-debt reserves on basis similar to that provided for mutual 
savines banks. This provision is effective with respect to taxable 


vears begmning after December ol, 1495 


fhe grounds on which your commitice’s bill taxes savings and loan 
associaiions on their retamed earntags, after making a reasonabl 
allowance for additions to reserves for bad debts. are the same as those 
On which mutual SHUVviiig’s banks are taxed unde ihe bill. Moreover, 
SLUCe SAVIAY'S and loan LSSOCLALIONS are no lons rsel{ contained cooper- 
ative tastiiulions as they were when origtaliy organized there ts rela- 
tively littl difference between theu Operations aha those oOo: other 
firiet elal MMsStitutions WV hi h accept Geposits ind make real-estate loans. 

The priacipal argument that a savings and loan association does 
now re ally have Lice le which could be taxed Is based On the theory 
tha both the borrowers and th investors are members of the nSSO- 
CwouoOn ana that the miteres paid Dy the borrowers Oh theu loans is 
really only paid Oo themsel ve as Nn mib« 3 ot the association. lu 
othe WOrds, 1 is areued that thie mutualiiy ot the borrowing and 
thie Ivestlng Me! ibe 3 such ihiat oO pmeonn eXIS ss 

The mutuality argument assumes that in the long run, the invest- 
ment OL ex h mem| er are equal to tine debts } e has owed the oreani- 
zation. It also assumes that the membership in each organization 
is fixed and that eventually each meml er will res elve a proportionate 
sha ithe accumulated earnings of the orgamzation. ‘These assump- 
tions might have been valid for the original savings and loan associa- 
tlol Which terminated after they had fulfilled their purposes for the 
original membership groups They are not generally valid, however, 
lor the present-day assocl ions, Where Investing members may never 
co Crhnplace ecoming DOTTOWeLS and where the oreanizations ure 
permane nd a member has no right to a share in the undistributed 
( ~ pon hie \ il 

Lnothe ba IS Ooh W bite h it is arcu | that the SAVING and loan USSO- 
clations do not have income is that all their receipts are either paid 
oul 5s expenses or a divide nds to members or accumulated for the 


mutual benefit of the members. However, an individual member 
or Geposilol has no claim to a share of the accumulated earnings 
unless he remains in the organization until its dissolution. The idea 
that income of a@ savine’s and loan association belones to a member 
even though it is not paid to him or allocated to his account is a more 
extreme concept of cooperative owne!l hip than that used by coop- 
eraulves. 

The income which is added LO reserves and undivided profits by 
the savings and loan associations cannot be treated as income to a 
Thi mber or depositor for income-tax purposes under the doctrine of 
constructive receipt because the member cannot obtain it unless he 
remains a member of the association until it is dissolved. It is 





4% 
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income of the assoclations. The fact that it is retained for the benefit 
of the members makes li analogous to the income retained by an 
‘ 
i 


ordinary taxable corporation for the ben ot its SLoc kholders. 


The Revenue Aet oO} 1950 imposed the regular corporat inco tax 
: | 
on certain tax exempt Organizations WAL h are mm thre nature of cor- 


porations with re spect to so nh ich oO] thre ll \ } as ses | I 
active business enterprises which are unrelated to tl xempt pur- 
poses of the OrevaniZation rhe dine certain “LeaSe-DACK I Ol 
However, the presen provisioln aoes not apply ) 1COn Ol 
State universities and othe hools ot goy nme! | LrLil | Lis 
been called to the attention of vour committee tha som Sta 
schools are engaging 1m unl lated actlVv1tl hid leas ~T ene > Vi i) 
would be taxable if they were not a State o1 tS instrunny lity 
It is clear that the same opportunities for unfair competitive advan- 
tave exist In connection with these activities of State u ities 
as with respect tO simul WwW’ Ae Cs ol Otl mMcatIiona ISELELLLIONS 
Therefore, section 338 of your committer Lil ext ids the pi 1b bax 
Lo the unre lated busine SS mcome Of wunive 3 na OLLeu Oot States 
a id of other rovernmental units As ai i cr( >) omental univer- 
sities and collewes will Ly tiX? 1| on necol \ Lal itire late d 
business ae V1itl earl Wy rv the seh . } \ (| or th 
mcome aerived rh tea 3 10 over 5 ( | 
with borrowed funds), an o them ‘ corpol 
on a trade or busines ll b fully LaNable 

This ame ic l set \ \ | 
after December 195 

The Hou ( rit ee 

The reve ue Al 11’ tl \ oO 

LD. Ipue L\TLON { oni EDI R’ Or ) INS 

The Revenue Act of 1950 included a seri f provisio 
under spec ified condition 5, Fe lted l the po ) Ol 
educational, charitable, and « bain other ¢ ( mpt oral QO) 
foundations, and trusts Among th pro\ ns W on fo 
1951 and subsequent years specifically denied exemption to “‘f 
corporations, that is, corporations carrying ol & trade or business fo! 
profit whose profits inure exclusively to organizations exempt und 
section LO] of the code. With respect to prior years the tax status ot 
such corporations was then in litigation With re spect to these years 


the Revenue Act of 1950 provided that no tax would be asserted for 
years prior to 1947 unless a deficiency had already been asserted, o1 
taxes had already been assessed or paid. Your committee bel 
undue hardship would arise if any of these educational feeder corpora 
tions were required tO pay taxes on income which had already been 
spent to carry on educational programs. 

Therefore, both section 601 of your committee s nll and seetion 501 
of the House bill amend section 302 of the 
provide that for years prior to 1951 exemption is not to be denied 
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feeder corporations if their profits inure to a regularly established 
school, college, or university 
This prov ision Is expected to have no permanent effect on revenues. 
VI. STRUCTURAL CHANGES IN THE INCOME TAXES 


\. Provisions IN THE House Bint ALso In Your ComMIrrer’s 
) 
> 


j i C-7TNSUTALCE Ch mpantes 


In section 401 of the Revenue Act of 1950 the formula used for 


‘ hn j . i } 1 
computing the net mcome of life-insurance companies was amended, 
the action beime effective only for 1949 and L950, Chis action was 


necessitated by the fact that the formula set up in the Revenue Act 
of 1942 resulted in no tax being due from any company on its life- 


Insurance-investment mecome for the years 1947 and 1948. The 
substitute formula provided for 1949 and 1950 was intended to be a 
stopgap which would terminate the tax-exempt status of this type of 
Income and permit the completion of the study needed for the develop- 
ment of a permanent solution to the problem of the taxation of life- 
surance companies. 

Section 311 of the House bill applies the stopgap formula to life- 
insurance-investment income for 1951. This was deemed necessary 
because, although consider: ble progress has heen made it) the study 


of the problems of the proper taxation of life-insurance companies, a 


reasonable and ac ptable solution to many ol the probl ms has not 
vet been developed, and it is generally recognized that the formula 
set up in the Revenue Act of 1942 is defeetiy Although that 
formula would no longer have resulted m a tax-free status for ife- 
Insurance companies in 1951, because the yield on life-insurance 
investments has somewhat ine eased and the average rate of interest 
required to maintain the life-insurance reserves has decreased, the 


revenue which would have been obtained under that formula IS, 
because of its defective nature, only about half that which would be 


btained for 1951 by a continuation of the use of the stopgap formula. 


During the hearings conducted by vour committee, representatives 
of almost all the life-insurance companies presented a proposal which 
In} their View IS a reasonable and adequate method of LaxiIng the 


neome of those companies. In vour committe "s bill that plan Is 
mula as provided in the House bill, 
1@ InNcome-tax lability of life-insurance 


substituted for the stopgap fo 


+] dd 
as the method for d 


termining t 
compante for 1951. 

Under the stopgap formula, as used for 1949 and 1950 and as pro- 
ided for 1951 in the House bill, the taxable income of each life- 
msurance company re ating to 1ts life-insurance business is determined 
by deducting from its net investment income a percentage of that 
income. To that amount is added an amount 4 percent of the 
unearned premiums and unpaid losses—-reflecting the taxable income 
of its accident and health business, if any. Appropriate adjustments 
are made with respect to exempt interest and the credit for dividends 
received. The normal tax is obtained by applying the ordinary cor- 
poration normal tax rate to that entire amount, and the surtax is 
obtained by applying the ordinary surtax rate to that portion in 
excess of $25,000. The percentage to be deducted in arriving at the 
taxable income is the same for all life-insurance companies, and is 
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determined and proclaimed for each vear by the Secretary of the 
Treasury, by comparing the aggregate amount needed in the previous 
year by all life-insurance companies to meet their life insurance policy 
obligations and any other interest on indebtedness with the aggregate 
net investment income of all life-insurance companies less 34 percent 
of the unearned premiums and unpaid losses of those companies which 
had health and accident insurance. For 1950 this percentage, based 
on 1949 data, was slightly more than 90 percent; for 1951, based on 
L950 data, it would probably be between 87 and 8S percent 

Section 335 of yvour committee's bill substitutes a different formula 
for the taxation of life insurance compamies in 1951. Under it the 
income tax is in general to be 3 ; percent of so much of the net invest- 
ment income of each company as is not in excess of $200,000, and 
65 percent of the amount over $200,000. It will be noted that 3% 


percent of $200,000. is approximately the same as 2 percent of 


$25,000; and that 6's percent of net Investment Income is approxi- 
mately the same as 52 percent of 12 to 13 percent (100 percent less 88 
or 87 percent) of the entire net income. For those companies with 
accident and health insurance an appropriate adjustment is made so 
that the tax computed at the 3%4- and 6's-percent rates is approxi- 
mately the same as a tax at the ordimary 27- and 92-percent rates on 
the income (determined as before) from that part of their business 
As under the present stopgap formula, appropriate adjustments are 
made for exempt interest and the credit for dividends received. 

Since the new formula, under the circumstances of 1951, is sub- 
stantially equivalent to the stopgap formula, it is clear that, for most 
life-insurance companies, the income-tax liability under your com- 
mittee’s bill will be substantially the same for 951 as it would be 
under the provisions of the House bill 


It is expected that a number of companies, Mostly small, will not 
in 1951 earn their interest requirements, or will earn an amount 
only slightly in excess of their requirements. Under the stopgap 
formula these companies would have paid ordinary corporation 
normal taxes and surtaxes on the same percentage of their net invest 
ment incomes as the other companies whos nvestment incom 
materially exceeded their policy requirements. Under your com- 
mittee’s bill a measure of relief is accorded such companies hose 


with net investment income less than their policy requirements will 
in general, pay a tax at 5% or 6% percent on only 50 4 


net investment incomes, while those with net investment incomes of 
from 100 to 105 pereent of their policy requirements will pav a tax 
at the rate of 3°4 or 6 percent on amounts varying from 50 to LOO 
percent of their net investment incomes. With respect to companies 


which also do an accident and health insurance business, in determining 
whether or not their net investment income ts less than that required 
to meet their life-insurance-policy requirements, or not more than 
105 percent of that amount, the total net investment income is reduced 
by one-half of 34% percent of their unearned premiums and unpaid 
losses on the accident and health policies The limitation of this 


tment for such business appears to 


be reasonable since, as was state : 
by the Committee on Finance. “there is verv little nvestment 
income derived from the investment of premiums on such (accidet 


and health) contracts 


377th ¢ 


reduction to one-half of th adyi 


din the report on the 1942 provisions 
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It is believed that the method of taxation provided by your com- 
mittee’s bill is not only more equitable with respect to certain of the 
smaller companies which do not earn a margin of investment income 
over their requirements but also that it is simpler in structure and 
involves fewer compliance and administrative difficulties than the 
stopgap formula provided in the House bill. 

It has been suggested that this new method of taxing life-insurance 
companies should be used permanently, or for an indefinite period in 
the future. It is the opinion of your committee, however, that the 
question whether this new method is the best practicable method 
should only be answered after the results of the present continuing 
study are available, and after this metbod is carefully compared with 
other possible methods of taxing life-insurance companies which may 
be suggested as the results of that study. Therefore, in your commit- 
tee’s bill, the application of this.method is limited to taxable years 
beginning in 1951. 

It is estimated that for 1951 the revenue under your committee’s 
bill will be about $111 million, an amount about $58 million more than 
would be obtained under the 1942 formula. 


, ) : , . 
2 (/ttset of short- ana lon ] term capital Gains and lose 8 


Section 322 of this bill amends the treatment of the gains and losses 
of individuals so as to eliminate a defect in existing law. This 
section is identical to section 305 of the House bill. Present law 
excludes 50 percent of a long-term capital gain or loss from the com- 
putation of net capital gain, net capital loss and net income, but 
includes 100 percent of a short-term capital loss in such computations. 
As a result a $1 short-term loss can wipe out a $2 long-term gain. 

Under the bill long-term gains are included in gross income at 


100 percent and a deduction from gross income is allowed equal 
to 50 percent of the amount by which the taxpayer’s net long-term 


gain exceeds his net short-term loss. Thus, if a taxpayer has a 
net Jong-term gain of $1,000 and a net short-term loss of like amount, 
no deduction is to be allowable If the net long-term gain is $2,000 


and the net short-term loss is $1,000, the deduction against gross in- 
come will be 50 percent of the excess of $2,000 over $1,000, or $500. 
Hence the amount actually taxed as a long-term capital gain will be 
$500. Under existing law the $1,000 of short-term loss offsets the 
portion of the long-term gain included in the calculation of net 
income, and no tax liability eXists. 
® Long-term losses, like long-term gains, are to be taken tmto account 
im full. Long-term losses will therefore offset short-term gains on a 
dollar-for-dollar basis, just as short-term losses will offset long-term 
gains. If long-term losses exceed short-term gains, the unreduced 
excess will be offset against other income up to $1,000. The net loss 
which is not absorbed in this manner will be carried forward as a short- 
term capital loss, whether arising out of short- or long-term operations. 

Under both your committee's bill and the House bill, the amendment 
applies only to taxable vears beginning on or after the date of enact- 
ment of this act. 

It is estimated that when fully effective this amendment will increase 
the revenues by $28 million annually. 
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Ss. Collapsible corporati: ns 
Section 326 of this bill. which is identical to section 308 of the House 


bill, amends section 117 (m) of the Code, which denies capital-gains 


treatment to the sale, exchange or retirement of stock in a‘‘ collapsible 
corporation,” so as to extend the application { this section to cases 
where the corporation 1s used as a device for converting inventory 
profits into capital gains. Section 117 (m) was added to the « 

by the Revenue Act of 1950 to forestall the use of th vile 
corporation as a device for converting erdinat yo 
term capital gain. ‘At that time it was believed that colle psible 
corporation was used principally in the motion-picture and ildine- 
construction industri ‘Ss The reports on the Ly I] which became the 
Revenue Act of 1950 illustrated the device by the ease of a corporation 
organized for the production of a single motion picture. Upon the 


completion of the film, but prior to the realization by the corporation 
of anv income therefrom, the corporation would be liquidated and its 


asset distributed No tax wouid be paid Nv the corporation because 
it had realized no incom: Kach former shareholder would pay a 
tax upon the difference between the cost of his stock and the ur 
market value of his portion of the fair market value of the motion 
picture and any other assets » distributed Prior to the Revenue 
Act of 1950 this oan might have been taxed as a long-ter! 1 capdital 


) 


gain with a maximum effective rate of 25 percent: under the law as 
nine nded by that uct the Cui is LOW taxed as ordinary nmcome 


The collapsible corporation wis also tllustrated with cases in wh na 
corporation set up to construct a building was li juidated and the 
ro} ; ; ly] for - af holder +f 
rignts in the building were sold DY the former stockholders acting as 


individuals. 
Because the device of 
] 


elv in these two eases, St ection 117 (m) was drafted so as 


the collapsible corporation Was Ly leved to 
be used large 

: : 
LO apply when the corporation was “formed or availed of principally 


for the manufacture, construction, OF production of property 


14 ] ‘ ek ae 1] | a 
it iS now understood that the ¢ lapsibie-corporation Gevice has also 
been used in an attempt to convert into capital gains the protits on 
’ ' mm : 
Inventory and stock im trade the procedure used Is to transfer a com- 


] ; . ] + | . ns . +} 
modity to a new or dormant corporation, the stock ol] which Is tnen 


solid to the prospective pureha r of the commodity who th reupon 
. . 1 } 
liquidates the corporation In this manner the accretion in the value 


+ 


of the commodity, which in most of the actual cases has been whisky, 


is converted into a gain realized on the sale of stock of a corporation, 
thus creating the possibility that it might be taxed as a long-term 
capital gain. 

To prevent the use of the collapsible corporation in cases of this 
type, section 117 (m) is extended by hoth bills to corporations formed 
or availed of principally for the purchase of property which is inven- 
torv or stock in trade in the hands of the corporation 

This amendment applies with respect to taxable vears ending after 
August 31, 1951, but will only apply to gains realized after that date. 
The House provision applies to taxable vears beginning after Decem- 
ber 31, 1950. The determination of the tax treatment of gains 
realized in taxable years beginning prior to September 1, 1951 (January 
1, 1951, under the House bill), will be made as if this section had not 


been enacted and without inferences drawn from the fact that the 
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amendment made in this bill is not specifically retroactive and without 
inferences drawn from the limitations contained in section 117 (m 
as amended by section 326 of this bill. 

It is estimated that in a full year’s operations this provision will 
increase the revenues by $5 million. 

4. Dealers in securities 

Under existing law, dealers in securities are permitted to hold some 
securities as a personal investment. Gains or losses on those securities 
which are held by the _ ixpayer in his capacity as a dealer are treated 
as ordinary income. Capital gain or loss treatment is accorded the 
results of the transfer of securities which the taxpayer holds as an 
investor. Existing law also permits the transfer of securities from 
such a taxpaver’s investment account to his inventory account and 
vice versa with corresponding changes in tax liabilities. These trans- 
fers increase the difficulty of determining in which portfolio specific 
securities are actually held, and facilitate the manipulation of the 
taxpaver’s accounts so as to obtain ordinary loss treatment on secu- 
rities sold at a loss and capital-gains treatment on those sold at a gain. 

To forestall this practice, section 327 of this bill, which is sub- 
stantially the same as section 309 of the House bill, provides that in the 
case of a dealer in securities capital-gains tréatment be available only 
under certain specific conditions. T he security in question must have 
been clearly identified in the dealer’s records as “a security held for 
investment” within a period of 30 days after the date of its acquisition 
or after the date of enactment of the Revenue Act of 1951, whichever 
is later, and must not at any time thereafter have been held by the 
taxpaver “‘primarily for sale to customers in the ordinary course of his 
trade or business.”’ Unless these terms are complied with, the gain 
on the sale of the security is to be taxed as ordinary income. 

Ordinary loss treatment is not to apply where the security sold was, 
at any time after this section becomes applicable, clearly identified in 
the dealer’s records as “a security held for investment.” 

Your committee has changed the House provision to insure that 
this amendment will not affect the application of section 117 (i) of 
the Codegwhich provides, in the case of banks, that, if losses from the 
sale of all securities during a year exceed the gains, then the net loss 
shall be treated as an ordinary loss. 

The amendment applies to sales or exchanges made more than 30 
days after the date of enactment of this act. 

The revenue loss resulting from this amendment is expected to be 
regligible. 


6. Gain from sale or exchanae of the taxpayer's residence 


Section 318 of your committee’s bill and section 305 of the House 
bill are the same except in one re spect Both sections amend the pres- 
ent provisions relating to a gain on the sale of a ts uxpayver’s principal 
residence so as to eliminate a h: ardship under existing law which pro- 
vides that when a personal residence is sold at a gain the difference 
between its adjusted basis and the sale price is taxed as a capital gain. 
The hardship is accentuated when the transactions are necessitated by 
such facts as an increase in the size of the family or a change in the 
place of the taxpaver’s employment. In these situations the trans- 
action partakes of the nature of an involuntary conversion. Cases 
of this type are particularly numerous in periods of rapid change such 
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as mobilization or reconversion. For this reason the need for remedial 
action at the present time is urgent. 
Both bills provide that when the oy of the taxpaver’s principal 


residence is followed within a period of 1 vear by the iecteeliiaee of a 
substitute, or when the substitute is aa ‘hased — a vear prior to 
the sale of the taxpaver’s principal residence, gain-is to be recognized 
only to the extent that the selling price of the ol Lr nee exceeds the 
cost of the new one. Thus, if a dwelling purchased in 1940 for $10,000 
is sold in 1951 for $15,000, there tis l ordinarily he a taxable gain of 
$5,000 under existing law Under both bills no port ion of the rain 


is to be taxpable provided a substitute “ principal residence” is pur- 
chased by the taxpaver within the stated period of time for a price of 
$15,000 or more. If the replacement cost is less than $15,f a0 ), Say 
$14,000, the amount taxable as gain is to be $1,000. 

The provision of both your committee’s bill and the House bill 
applies to cases where one residence is ager a for another, where 
a replacement residence is constructed by the taxpayer rather than 
purchased, and where the replacement is a residence which had to be 
reconstructed in order to permit its occupancy by the taxpayer. 
However, under the House bill, where a replacement residence is 


constructed by the taxpaver, he must occupy the new residence within 


1 vear after sale of his old residence. This is the same rule which both 
vour on bill and the House bill applv in the case of the 
purchase of a new residence. However, in the case of new con- 


struction the ee ment of oce upancy within 1 | vear appears to your 
committee not to be realistic, partic ularly during the present period 
of material and labor shortages. Therefore, your committee's bill 
provides that in the case of the construction of a new house, if the 
construction of the house begins within a vear before or after the sale 
of the first house, and the new house is used as the taxpaver’s principal 
residence within 18 months after the sale of the first house, then all 
expenditures on the new residence within this 18-month period are 
to be considered as a reinvestment of the selling price of the first 
residence. 

In cases where the replacement is built or reconstructed, only so 
much of the cost is to be counte ‘d as an offset against the selling price 
of the old residence as is proper ly char reab le against capital account 
within a period beginning 1 year prior to the date of the sale of the old 
residence and ending 18 months (1 year under the House bill) after 
such date in the case of construction of a new house, and 12 months 
after such date in the case of reconstruction of an existing house. 

This special treatment is not limited to the “involuntary con- 
version” type of case, where the taxpayer is forced to sell his home 
because the place of his employment is changed. While the need 
for relief is especially clear in such cases, an attempt to confine the 
provision to them would increase the task of administration very 
much 

The adjusted basis of the new residence is to be reduced by the 
amount of gain not recognized upon the sale of the old residence. 
Thus, if the replacement is purchased for $19,000, the old residence 
cost $10,000 and was sold for $15,000, the adjusted basis of the new 
residence is to be $19,000 minus $5,000, or $14,000. This is equal to 
the cost of the old residence plus the additional funds invested at the 
time the new residence is purchased. If the second residence had 
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been purchased for $14,000, so that $1,000 of gain on the sale of the 
old residence would be recognized, its basis would be $14,000 minus 
$4,000, or $10,000. 

For the purpose of qualifying a gain as a long-term capital gain the 
holding period of the residence acquired as a replacement in a set of 
transactions which qualify under the terms of the amendment is to 
be the combined period of ownership of the successive principal 
residences of the taxpayer. 

The new provision extends to cases in which similar treatment is 
available under existing law under the involuntary-conversion provi- 
sions of section 112 (f). Such cases arise when a home is destroyed 
by fire or is lost by seizure or by the exercise of the powers of requisi- 
tion or condemnation and the proceeds are invested in a replacement. 
In such cases the new provision, and not section 112 (f), is to apply. 
Generally this will result in more favorable treatment for the t: axpayer 
than that available under the involuntary-conversion provisions. The 
latter require the tracing of the expenditure of the funds obtained as 
a result of the loss of the previous residence, and substantial tax conse- 
quences result from such technicalities as a decision to use the money 
so received to repay a mortgage on the previous residence and to use 
other funds for the purchase of a replacement. Moreover, no relief is 
available under the involuntary-conversion sections in cases where the 
replacement is acquired before the actual condemnation or requisition 
of the previous residence. 

The taxpayer is not required to have actually been occupying his 
old residence on the date of its sale. Relief is to be available even 
though the taxpayer moved into his new residence and rented the old 
one temporarily before its sale. Similarly, he may obtain relief even 
though he rents out his new residence temporarily before occupying it. 

The special treatment is to be available only with respect to one 
sue or exchange per year, except when the taxpayer’s new residence 
is involuntarily converted, in which case he is to be treated as though 
a year had elapsed since the time of the previous sale of an old residence. 

The ownership of stock in a cooperative apartment corporation is to 
be treated as the equivalent of ownership of a residence, provided the 
purchaser or seller of such stock uses the apartment which it entitles 
him to occupy as his principal residence. 

Regulations are to be issued under which the taxpayer and his spouse 
acting singly or joimtly may obtain the benefits of the bill even 
though the spouse who sold the old residence was not the same as the 
one who purchased the new one, or the rights of the spouses in the new 
residence are not distributed in the same manner as their rights in the 
old residence. These regulations are to apply only if the spouses 
consent to their application and both old and new residence are used 
by the taxpayer and his spouse as their principal residence. 

Where the t taxpayer’s residence is part of a property also used for 
business purposes, as in the case of an apartment over a store building 
or a home on a farm, and the entire property is sold, the provisions 
of both bills apply only to that part of the property used as a resi- 
dence, including the environs and outbuildings relating to the 
dwe lling but not to those rels iting to the business opel rations. 

These provisions apply to a trailer or houseboat if it is actually used 
as the taxpayer’s principal residence. 
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In order to protect the Government in cases where there is an 
unreported taxable gain on the sale of the taxpayer's residence, either 
because he did not carry out his intention to buy a new residence or 
because some of the technical requirements were not met, the period 
for the assessment of a deficiency is extended to 3 years after the tax- 
payer has notified the Commissioner either that he has purchased 
a new residence, or that he has not acquired or does not intend to 
acquire a new residence within the preseribed period of time. 

The benefits of both your committee’s bill and the House bill will 
apply to the sale of a taxpayer’s principal residence made after 
December ol, 1950. 

The revenue loss will be about $112 million annually. 

6. Percentage de pletion 

Under existing law depletion based on cost is available to all mining 
industries and in addition percentage depletion is available to oil, gas, 
sulfur, metal mines, and certain nonmetallic miner: als. The allowable 
rate of percentage de ‘pletion is 5 percent in the case of coal, and 15 
percent in the case of the other nonmetallic minerals except sulfur 
which is allowed 23 percent. 

The testimony received by this committee both in connection with 
this bill and the bill which became the Revenue Act of 1950 revealed 
that in a number of cases nonmetallic minerals which are not in the 
enumerated group under existing law are competitive with those re- 
ceiving percentage depletion, or have just as good a claim for such 
treatment as the enumerated minerals. The test umony also indicated 
that the 5-percent rate allowed coal is of little practical value, and 
that the coal mining industry is peculiarly in need of more favorable 
tax treatment because of the inroads which alternative sources of 
energy, particularly oil and gas, have made on the potential markets 
of coal, 

Both section 319 of your committee’s bill and section 304 of the 
House bill set up a new group of minerals to which percentage deple- 
tion is available at the rate of 5 percent. Both bills extend this rate 
to sand, gravel, slate, stone (including pumice and scoria), brick and 
tile clay, shale, oyster shell, clam shell, granite, and marble. In 
addition, your committee has added to this category entitled to the 
5-percent rate sodium chloride, and, if from brine wells, calcium 
chloride, magnesium chloride, potassium chloride, and bromine. In 
the allowance of percentage depletion for these items, your commit- 
tee does not intend to reduce allowances now granted. For example, 
potash is allowed percentage depletion at 15 percent under present 
law, and your committee does not intend to reduce this allowance 
with respect to potash or any of its salt derivatives which are presently 
receiving percentage depletion at 15 percent. The bill also makes a 
technical change in this portion of the House provision by including 
slate as a separate item rather than including it as a type of stone as 
in the House bill. 

The House bill also included asbestos at the new 5-percent rate. 
Because of the iaaonatens ce of this product and the smallness of its 
supply in this country, your committee has allowed asbestos a 10- 
percent rate. Both bills increase coal from its present 5-percent rate 
to 10 percent. 
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The House bill added to the list of nonmetallic minerals, to which 
percentage depletion is available at a 15-percent rate, borax, fuller’s 
earth, tripoh, refractory and fire clay, quartzite, perlite, diatomaceous 
earth, and metallurgical and chemical grade limestones. Your com- 
mittee’s bill, on the other hand, provides that these items added by 
the House are to receive percentage depletion at the same 10-percent 
rate accorded coal and asbestos. In addition to these items, your 
committee has added a 10-percent rate for wollastonite, which is 
important as an insulating and fireproofing material and thus com- 
petitive with other items presently accorded similar treatment, and 
the magnesium rome 8 magnesite, dolomite, and brucite. 

Your committee’s bill adds to the nonmetallic minerals presently 
receiving 15-percent depletion, aplite. This material, which is found 
in only small quantities in this country, is closely related to feldspar, 
which already receives 15-percent depletion. 

Your committee has also made two technical revisions in the 15- 
percent depletion section of the House bill The latter meludes at 
the 15-percent rate ‘“‘thenardite (including thenardite from brines or 
mixtures of brine).”” Your committee has eliminated the parentheti- 
cal limitation as unnecessary and because it might give rise to doubt 
as to certain other of the enumerated products. For example potash, 
trona, and borax are also frequently recovered from brines or mixtures 
of brine. The sla * ‘mines and other natural deposits” is clearly 
broad enough to include brines as well as all other natural sources. 
The particular type of source is immaterial. 

The names of all the various enumerated minerals are of course in- 
tended to have their commonly understood commercial meaning. For 
example, the term ‘“‘thenardite’’ applies to sodium sulphate, also 
known as salt cake; the term “‘trona’”’ to sodium carbonate and sodium 
bicarbonate, also known as soda ash; and the term ‘“borax’’ to boron 
minerals generally. 

Your committee has also amended the House provision which reads 
“ball and sagger clay’? to read “ball clay, sagger clay’? in order to 
remove the implication of the House bill that these are not separate 
types of clay. 

Many of the above changes were provided in the House version of 
the bill which became the Revenue Act of 1950 but they were elim- 
inated by vour committee and from the final legislation largely be- 
cause of the revenue loss involved. It is apparent, however, that the 
need for equalization is substantially greater now because of the 
additional taxes imposed under the legislation of 1950 and under this 
bill Therefore, the committee bel ‘lie ves that the proposed extension 
of the percentage de ple tion system is nee essary in spite of the revenue 
loss involved. The latter is estimated to be about $76 million in a full 
vear’s operation. 

The amendments made by this section of the bill apply to taxable 
vears beginning after December 31, 1950. 


"y 


?. Family parti ersh /p 

Section 339 of vour committee’s bill is intended to harmonize the 
rules governing interests in the so-called family partnership with 
those generally applicable to other forms of property or business. ‘Two 
principles governing attribution of income have long been accepted as 
basic: (1) income from property is attributable to the owner of the 
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property; (2) income from personal services is attributable to the per- 
son rendering’ the services There 1S no reason for appl ne d tere nt 
principles LO partnership income. If an individual makes a bona fide 
eift of real estate, or of a share of corporate sto ‘k, the rent or dividend 
income Is taxable to the donee. Your commit! es amendment 


makes it clear that, however the owner of a partnership interest may 


have acquired such inte rest, the income is iuxabie to the owner, tif 
he is the real owner. If the ownership is real, it does not matter what 
motivated the transfer to him or whether the business benefited from 
the entrance of the new partner. 

Although there 1s no basis under existing statutes for anv « 
treatment of partnership interests, some decisions in this fir LV 
ignored the principle that income from property is to be taxed to the 
owner of the property. Many court decisions since the decision of 
the Supreme Court in Commissioner v. Culbertson (337 U.S. 733 


ifferent 
& 


j 
(il ite Cc 


have held invalid for tax purposes family partnerships which arose 
by virtue of a gift of a pa tnership interest from one member of a 
family to another, where the donee performed no vital services fot 
the partnership. Some of these cases | \ proceed ipon the 
theory that a partnership cannot be valid for tax purposes unless 
the intrafamily gift of capital is motivated by a desire to benefit the 


partnership business. Others seem to assume that a gift of a partner- 
ship interest is not complete because the donor contemplates the 
continued participation in. the business of the donated capital. How- 
ever, the frequency with which the Tax Court, since the Cu/bertson 
decision, has held invalid family partnerships based upon donations 
ol capital, would seem to indicate that, although the opinions often 
refer to “intention,” “‘busmess purpose,” “reality,” and ‘‘control,’ 


r 


they have in practical effect reached results which suggest that an 

intrafamiuly ont of a parts rship be 
+ 1] | + ] | t 

no substantial services, will not usuallv be the basis of a valid partner- 


ship for tax purposes. We are informed that the settlement of m; 


rest, wher the done performs 


LANnV 
cases in the fi lal Ls being he ld up by the re ince of the field offices 
of the Bureau of Internal Revenue upon some such theory Whether 
or not the opinion of the Supreme Court in Commissioner v. Tows 


327 U.S. 280) and the opinion of the Supreme Court in Commissio 
v. Culbertson (837 U.S. 733). which attempted to exp! uin the Tow 
decision, afford any just fication for the con Isilon IS Hol Material 
the confusion exists 

The amendment leaves the Commissioner and the courts free to 
inquire in any case whether the donee or purchaser actually owns the 
interest in the partnership which the transferor purports to have given 
or sold him. Cases will arise where the gift or sale is a mere sham. 
Other cases will arise where the transferor retains so many of the 
incidents of ownership that he will continue to be recognized as a 
substantial owner of the interest which he purports to have given away, 
as was held by the Supreme Court in an analogous trust situation 
involved in the case of Flelvering v. Clifford (309 U.S. 351). The 
Same standards apply in det rmining’ the bona fides of alleged family 
partnerships as in determining the bona fides of other transactions 
between family members. Transactions between persons in a close 
family group, whether or not involving partnership interests, afford 
much opportunity for deception and should be subject to close scTu- 
tiny. All the facts and circumstances at the time of the purported 
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gift and during the periods preceding and following it may be taken 
into consideration in determining the bona fides or lack of bona fides 
of a purported gift or sale. 

Not every restriction upon the complete and unfettered control by 
the donee of the property donated will be indicative of sham in the 
transaction. Contractual restrictions may be of the character inci- 
dent to the normal relationships among partners. Substantial powers 
may be retained by the transferor as a managing partner or in any 
other fiduciary capacity which, when considered in the light of all the 


circumstances, will not indicate any lack of true ownership * the 
transferee. In weighing the effect of a — of any power upon 
the bona fides of a purported gift or sale, 1 power exere isable r the 


benefit of others must be distinguished from a power vested in the 
transferor for his own benefit. 

Since legislation is now necessary to make clear the fundamental 
principle that, where there is a real transfer of ownership, a gift of a 
family partne rship interest is to be re specte d for tax purpose Ss Seis 
regard to the motives which actuated the transfer, it is considered 
appropriate at the same time to provide specific safeguards—whether 
or not such safeguards may be inherent in the general rule—against 
the use of the partnership device to accomplish the deflection of income 
from the real owner. 

Therefore, the bill provides that in the case of any partnership 
interest created by gift the allocation of income, according to the terms 
of the partnership agreement, shall be controlling for income-tax pur- 
poses except when the shares are allocated without proper allowance 
of reasonable compensation for services rendered to the partnership 
by the donor, and except to the extent that the allocation to the 
donated capital is proportionately greater than that attributable 
the donor’s capital. In such cases a reasonable allowance will be 
made for the services rendered by the partners, and the balance of 
the income will be allocated according to the amount of capital which 
the several partners have invested. However, the distributive share 
of a partner in the earnings of the partnership will not be diminished 
because of absence dué to military service. 

When more than one member of a family is 2 member of a partner- 
= all interests purchased by one member of the family from ‘another 
will be treated as though the transfer were made by gift. For this 
purpose the family of an individual includes his spouse, ancestors, 
lineal descendants, and any trust for the primary benefit of such 
persons. 

The amendment made by the House bill was made applicable only 
to taxable years beginning after December 31, 1950, with the express 
intention that no inferences were to be — from the enactment of 


the amendment with respect to taxable years beginning prior to 
January 1, 1951. Apparently with respect Ai prior taxable years the 
House amendment would have left the status of family partnerships 
to be determined under existing law. As the above discussion cles arly 


indicates, the application of existing law has been extremely uncertain. 
Your committee believes that it is equally important to. establish 

rule which can be used with respect to those prior years, thus mini- 
mizing the necessity for litigation in this area. Therefore, your com- 
mittee has provided that the amendment shall, at the election of 
any member of such a partnership, be effective with respect to any 








-REVENUE ACT OF 1951 4] 


open taxable year since December 31, 1938, that date being just 
prior to the enactment of the Code. Such an election will be valid 
only if any other members of the partnership whose taxable income 
would be increased consents to the assessment and collection of such 
deficiency, or if the taxpaver who would be entitled to a refund or re- 
duction of his tax liability consents to the reduction of such refund or 


tax decrease by the amount of the related taxpaver’s additional tax. 
5. Gains from S le S of li % stocl 
Section 117 (j) of the code provides, in effect, that a net gain from 


sales of ‘property used in the trade or business” of a taxpaver and held 


for more than 6 months is LO be treat d as &@ Cap tal Hin In tne case 
of a loss, it is to be treated as an ordinary loss However. section 


117 (j) states that this treatment is not to apply to “property of a kind 
which would be properly includible in the inventory of the taxpaver if 
on hand at the close of the taxable vear, or property held by the tax- 
payer primarily for sale to customers in the ordinary course of his trade 
or business.”’ In the Case of farmers there has tye el) considerable con- 
fusion and dispute for several years as to whether all livestock held for 
draft, dairy, or breeding purposes is “property used in the trade or 
business,” or whether in some cases the | 


ivestock should bi deemed 
held ‘‘primarily for sale to customers in the ordinary course of his trade 
or business.’’ 

Rulings of the Treasury Department issued in 1944 and 1945 held 
that the capital exns treatment was applical le onlv in the ease of 
unusual sales such as those which would reduce the normal size of the 
herd or those resulting from a change of breed or other special circum- 
stances, and that the capital gains treatment would not apply to the 
customary sale by a farmer of old or disabled animals culled from the 
breeding herd ana replaced by youn’ anima! prod iced by th bre d- 
ing herd. Karly in 1949 the United States Court of Appeals, i) rhth 
Circuit, held in the Albright case (173 F. 2d 399) that animals used for 


} 


breeding purposes, whethe ror not sold as culls in Line ordinary course of 
business, constituted “property used in the trade or busimess”’ within 
the meaning of section 117 (j).. That decision spectfically applied to 
dairy cattle and hogs but was applicable by implication to other types 
of livestock. 

Notwithstanding the Albright decision, the Treasury Department 
continued to adhere to its posttion initiated in the 1944 and 1945 
rulings, pendiag possible contrary decisions in other courts which 
might result i a conclusive decision by the Supreme Court. The 
Revenue Act of 1950 as passed by the Senate contained a provision 
intended to clarify this situation, but this was rejected in conference, 
principally because it referred to “eattle’ and thus did not clear up 
the situation with respect to other forms of livestock such as sheep 
and hogs. However, the conference committee expressed the hope 
that the-Tr ‘asury would follow the AJA; ight decision. 

In January 1951 the United States Court of Appeals, Fifth Circuit, 
decided the Bennett case (186 F. (2d) 407) in a manner similar to the 
Albright decision. Subsequently the Bureau of Internal Revenue 
issued a ruling, Mim. 6660, stating that the capital gaims treatment 
provided by section 117 () would be applied to sales of culls How- 
ever, this ruling contained a statement that this treatment might not 
be applied in the case of animals ‘“‘not used for substantially their full 
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period of usefulness.”’ This exception appears to have resulted in new 
uncertainties, and it has been stated that Bureau agents are inter- 
preting this ruling to mean that only animals which have completely 

outlived their usefulness can qualify for the capital gains treatment. 

The House bill added a new sentence to section 117 (j) (1) providing 
that the term ‘‘property used in the trade or busimess’’ includes 
“livestock held by the taxpayer for draft, breeding, or dairy purposes 
for 12 months or more In view of the uncertainties resulting from 
the recent ruling Mim. 6660), section 324 of your committee’s bill 
restates the sentence contained in the House bill as follows: 

Such term also includes livestock, regardless of age, held by the taxpayer for 
draft, breeding, or dairy purposes, and held by him for 12 months or more from 
the date of acquisition. 

Under your committee’s bill, the term “livestock”? does not include 
poultry except that it does include turkeys, regardless of age, held by 
the taxpaver for breeding purposes and held for 12 months or more 
from the date of acquisition. Thus section 117 (j) will apply to live- 
stock used for draft, breeding, or dairy purposes, and to turkeys used 
for breeding purposes, whether old or young; and the holding period 
will start with the date of acquisition, not with the date the animal 
x fowl is put to such use. 

The provision of the House bill is effective with respect to te ixable 
years beginning after December 31, 1950. Your committee’s bill 
ces the amendment applic ‘able with re spect to taxes able vears be- 
ginning after December 31, 1941, except that the extension of the 
holding period from 6 to 12 months and the amendment with respect 
to poultry and turkeys both apply only in the case of taxable years 
beginning after December 31, 1950. 

Your committee believes that the gains from sales of livestock should 
be computed in accordance with the method of livestock accounting 
used by the taxpayer and presently recognized by the Bureau of 
Internal Revenue 

The revenue Saad under this provision is expected to be S15 million 
ina full year of operation. 





Y. ( oal royaltie s 


Section 325 of your committee’s bill, which is similar to section 307 
of the House bill, Proy ides tax relief for the re ciple nts of coal rovalties 
Most leases on coal properties are long-term and call for royalty pay- 
ments expresse cd in cents per ton. The re ‘fore, the les ssor doe S not re- 
ceive the automatic adjustment for price changes which occurs when 
a royalty is expressed as a percentage of the value of the mineral ex- 
tracted from the property. Many of the existing coal leases are old 
and their royalty payments are small, 

It is re ported also that as a practical matter the lessor of a coal 
property is not likely to benefit from percentage depletion even under 
the new 10-percent rate provided in this bill, although it is anticipated 
that this rate will be of material benefit to the coal operators 

This section extends to the recipients of coal royalties the capital 
vams treatment Dow available to timber under section 117 (k) (2) of 
the code. It is intended by this provision of your committee’s bill 
that coal rovalties receive the same treatment as timber rovalties. 
In the case of timber coming under this section, percentage depletion 
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is not allowed, and it also is not to be available in the ¢ ase ol these coal 
rovalties. 

Considerable uncertainty now exists as to the proper interpre tation 
of the clause “held for more than 6 months prior to such disposal” In 
section 117 (k) (2) of the pre sent law, because of a recent decision of 
the Tax Court (Springfield Plywood Tate 15 T. C. No. 91) which 
held, under the particular f iets in that case, that disposal of the timber 
oecurred when the lease was made and not when the timber was cut. 
Your committee believes that, whatever the legal technicalities may 
be, the lessor’s holding period should run to the time the coal is mined 
or the timber 1s cut, as the case may be, and the provisions of thi 
House bill are amended to so provide. 

In order to differentiate a lessor entitled to receive royalties from a 
person participating in the operation of a mine the provistons ol 
the House bill are inapplicable if the owner of the coal is ‘‘person 
ally obligated to pay a share of the cost of mining operations 
Since lessors who have no interest in the operating profits Of a 
may nevertheless pay real estate taxes, exploration expenses, or othe: 
expenses, your committee’s bill provides, instead, that those pro- 
visions shall be inapplicable to ‘income realized by the owner as a 
coadventurer, partner, or principal in the cutting of such timber o1 
the mining of such coal.”’ 

It is also made clear that these provisions do not apply to a lessee, 
and that the term ‘‘coal”’ includes lignite 

Because treatment of coal rovalties as capital 
matically exclude such income from income subject to excess-profits 
tax, your committee’s bill provides conforming amendments to the 
excess profits tax law. Where the taxpayer computes his excess profits 
credit by the income method, these roy alties are to be excluded from 


ails will nuto- 


y 
t 
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the taxpayer’s base period income. Similarly, for the purposes of com 
puting the invested capital credit and computing capital changes, the 
lessor’s interest in the coal property from which the rovalties ar 
derived is to be treated as an inadmissible asset 

Section 325 applies to tax: ible vears e nding after December 31, 1950 
but only with respect to amounts received or accrued after that 
date. 

The revenue loss involved is estimated to be about $10 million 


annually. 
10. Exp nditures in the deve lopment of mines 
Under existing law and regulations all expenditures mad with 


respect to a mine prior to the time it has reached the prod uction 
stage must be capitalized, saiee | that incidental income from the 


production of ore while the mine is being developed is offset by de- 
velopment expenditures, only the excess of such expenditures ove! 
such receipts being capitalized. Amounts so capitalized are de- 


ductible for income-tax purposes only through depletion allowances. 

Included in the expenditures which must be so capitalized are the 
costs of shafts, tunnels, galleries, ete., which are necessary to make 
the ore or other mineral accessible, Such expenditures are required 

be capitalized only until the mine reaches the production stage, 
which occurs when the major portion of the mineral production ts 
obtained from workings other than those opened for the purpose of 


development, or when the principal activity of the mine becomes the 
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production of developed ore rather than the development of additional 
a s for mining. 

After a mine reaches this production stage continued expenditures 
must be made to extend tunnels, galleries, ete., as the working face 
of the ore or other mineral recedes. Such expenditures are deductible 
currently, unless extraordinary in scope, ta which case they are treated 
as prepaid expenses to be deducted ratably as the ore benefited by the 
expenditure is produeed aad sold 

It is believed that the expenditures for the development of a mine 
those incurred after the existence of ores or minerals in commercially 
marketable quantities has been disclosed——are essentially similar to 
those incurred after the production stage has been reached, and, like 
those, should be treated as expenses relating to the production of the 
ore or minerals. 

This is particularly important where the depletion allowance is a 


percentage of the gross income from the prope rtv. This allowance is 
the same whether a large expenditure or a rel: latively small one is neces- 
sarv to develop the mine in order to erable the ore or mineral to be 
extracted, with the result that mines with iletnele large « puibeemiee 
costs are subjected to unfair discrimination. Moreover, where per- 


centage depletion Is used, the dl ‘Ve ‘lop nent costs are never rsp °C ifie rally 
deductible for tax purposes, except in years when the deduction avail- 
able under cost depletion exceeds that which may be taken wader per- 
cent: age depletion. 

The requirement that development expenditures must be capital- 
ized presents a serious obstacle to expansion in the mining industry. 
This is espee ially serious at the present time because of the shorta: oe 
of many essential minerals and the desirability of major developments 
in the case of certain minerals such as troa which are necessary to the 
defense ae 2 

The House bill provides that expenditures paid or incurred after 
December 31, 1950, in the development of a mine or other natural 
deposit are to be deductible ratably over the period during which the 
ores or cae benefited by such expenditures are sold. This provi- 
sion applies even though the ore or minerals were produced in a year 
other than the year of the sale. However, this rule applies only 
when the expenditures are made after the existence of ores or minerals 
in commercially marketable quantities has been determined and the 
development stage has begun. It is not applied to oil or gas wells, 
where the problem at issue has been dealt with through the optional 
deduction of intangible drilling and development costs in the year 
they are incurred. 

Expenditures made for the purchase of depreciable property are not 
to be counted as development expenditures for this purpose but the 
de preciation charges which appear as the result of the use of such 
property for development purposes may qualify for such treatment as 
development costs. 

Expenditures made for development will continue to increase the 
adjusted basis of the mine for computing gain or loss as under existing 
law; however, this basis will then be reduced as the deductions allow- 
able under this provision of the House bill occur, Although thus 
included in the adjusted basis for the purpose of computing a gain or 
loss from a sale, in order to prevent duplication of tax benefits, such 
development expenditures are not to be taken into account in deter- 
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mining the adjusted basis of the property for the purpose ol computing 
depletion based upon costs. 

Your committee’s bill retains the principle of the House bill. How- 
ever, section 309 of your committee’s bill provides that the taxpaver 
may elect either to deduct development expenditures, whether incurred 


before or after the production stage has been reached, in the vear 
when they are incurred, or to treat development expe iditures incurred 
before the production stage has been reached as d ferred yNenses 
to be deducted ratab!y as the ore or mineral is sold This second 
alternative is the same as under the House bill. Such an election 
may be made for each year, but must be for the total amount of net 


development expenditure made in that vear with respect to the mine. 
As under the House bill, if the taxpayer elects to defer development 
expenditures the amount so deferred will be included in the basis of 
the mine for the purpose of determining a gain or loss on its sal 
and the basis will be redueed as the d ductions, allowable when ore 
or mineral is sold, are mac 

Your committee’s bill also provides that if th taxpaver elects to 
defer the deduction of development expenditures incurred during the 
development stage, the amount to be so deferred in anv vear will be 
the excess of the development expend tures in that vear over the net 
rece ipts during that vear from the ores OF Inn rals nproduced 

This provision of your commiuttee’s bill is effeetive 1 it 1 Ve spect LO 
taxable years beginning after December 31, 1950 

lt is estimated that in a full vear’s operation this provision will 
involve a revenue loss of about $20 million annually . 
De. | nture capital CON pani 

Section 336 of this bill will permit certain so-called venture capital 
companies to qualify as regulated investment companies. Under 
Supplement 8, of the eode, reculated investment companies vhich 
distribute currently at least 90 percent of their income, and meet 
certain other tests set out in section 361 (b) of the code. are not taxed 


upon amounts distributed to shareholders. One of these tests is that 


the company must not invest more than 50 percent of its assets in 
companies in which it holds more than 10 percent of the value of the 
voting securities. This rule has the effect of denying special treatment 
to companies which undertake to control the enterprises in which the 
bulk of their furfds are placed. It clearly excludes a holdmg company 
in the ordinary sense of the word. 

It has been brought to the attention of this committee that the 
10 percent stock-ownership limitation constitutes a serious impedi- 
ment to the development of so-called venture capital companies. 
These are investment companies which are used principally to provide 
capital for other companies engaged in the development or exploita- 
tion of inventions, technological improvements, new processes and 
products which were not previously generally available. In such cases 
the investment company must provide most of the capital needed to 
finance the venture and will frequently hold more than 50 percent of 
its assets in stock representing more than 10 percent of the voting 
stock of the operating companies. As a result, it cannot qualify under 
Supplement Q if it invests more than 50 percent of its assets in such 
companies. Unless this rule is amended, it will not be possible for an 
investment company to devote itself principally to the development 
of such ventures and obtain the benefits of Supplement Q. 
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The venture capital company promises to serve as an instrument for 
directing an increasing portion of the current savings of the country 
into the small, innovating ventures which are so important for long-run 
economic progress. Therefore, section 336 of this bill amends section 
361 of the code so as to permit venture capital companies to qualify 
as regulated investment companies. This is accomplished by waiving 
under certain conditions, the 10 percent limitation as to certain types 
of holdings. ‘To qualify for this exception the investment company 
must obtain a certification from the Securities and Exchange Com- 
mission which states that the investment company is a registered 
management investment company as de pace in the Investment Com- 
pany Act of 1940 and that its principal business is the furnishing of 
capital to companies principally engaged in the development or ex- 
ploitation of inventions, technological 1 improvements, new processes or 
eal ts not previously generally available. This certification will be 
made under regulations to be issued by the Securities and Exchange 
Commission. 

To forestall the possibility that this amendment will permit holding 
companies to obtain the benefits of Supplement Q, the bill also provides 
that the 10 percent rule shall not be waived in the case of an invest- 
ment company which, at the close of the taxable year, has more than 

percent of its funds invested in companies, the securities of which 

has held for more than 10 years. 

All the ether limitations on regulated investment companies now 
imposed under Supplement Q are retained. 

The House bill contains a provision which is substantially identical 
with section 336 of your committee’s bill. Only minor, technical 
changes have been made in the House provision. 

Section 336 is effective with respect to taxable years beginning after 
December 31, 1950. The revenue effect of this provision ts negligible 


] 2 Additi vi al wr ith }) oldy NM qd upo Hi ad? eee) t by ( my } oye ra / en ploye 
Frequently concern is expressed by taxpayers with income aboy: 

4] Es 4 | 4 rf : . 2 

the first surtax Sadie because the entire amount of tax due is not 

withheld from their wages or salaries. They dislike the necessity of 


making a payment with their declaration of estimated tax in March, o1 
the necessity of making quarterly pavments, However, it is not feas- 
ible to establish a system of general application which will withhold the 
total tax due in all cases, because, as a result of such factors as vari- 
ations in deductions and income not subject to withholding, the addi- 
tional tax due differs widely from case to case. 

In individual instances, however, where the taxpayer can estimate 
quite accurately the amount of the additional tax due and the em- 
plover finds the additional withholding is not burdensome, a voluntary 
system is feasible and would be a convenience to the taxpayer. For 
these reasons section 203 of your committee’s bill, which is the same 
as section 223 of the House bill, amends section 1622 of the code to 
provide that additional withholding may be authorized by regulation 
where the employer and employee agree to it. No additional revenue 
is expected LO be proy ided by this provision, 
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B. Provistons Appep By Your CoMMITTEE 


2 Additional allowances for certain members of the Armed Forces 
The Revenue Act of 1950 added a new section 22 (b 13) to the cod 


2 
which excludes from taxable income the compensation of members of 
the Armed Forces of the United States received for active service in 
combat zones such as Korea. This exclusion covers all the pay of 
enlisted men and warrant officers and the first $200 per month paid 
to commissioned cfficers. The present exclusion only applies to 
services performed after June 24, 1950, and prior to January 1, 1952. 

Section 305 of your committee’s bill makes two changes in the existing 
provision, First, the exemption is extended for 2 vears beyond the 
present termination date to Januarv 1, 1954. Second, the exemption 
is extended to include the compensation of military personne] received 
while hospitalized as a result of wounds, disease, or injury incurred 
while serving in a combat zone 

These amendments will result im a revenue loss of $10 million 
annually until 1954. 

The amendments made by your committee to section 22 (b) (13) 
are applicable to taxable years ending after June 24, 1950. 


2. Sales of land with unharvested crops 


Section 117 (j) of the code provides, in effect, that a net gain from 
sales of properties “used in the trade or business”’ ot the taxpaver, 
including ‘‘real property”? so used, if held more than 6 months is to 
be treated as a capital gain. In the case of a net loss, it is treated as 
an ordinary loss. Where unharvested crops are sold with the land, 
or unripe fruit is sold together with the land and the trees, a difficult 
question has arisen as to the proper application of the present law to 
the unharvested crops or the unripe fruit 

The Bureau of Internal Revenue has ruled that, whether or not 
such crops or fruit are regarded as a part of the real estate under local 


law, they constitute a rty held “primarily for sale to customers in 
the ordinary course of his (the taxpaver’s) trade or business’? and 
thus, under the sslatasin of section 117 (j), any gain on the sale of the 
unharvested crops or unripe fruit is to be separately determined and 
treated as ordinary income instead of as a capital gain. In several 
decisions the Tax Court (with some members dissenting) has taken a 
similar view, but two district courts have held that such fruits or 
crops constitute “property used in the trade or business’ so that a 
gain from a sale of the land, trees, and fruit would be treated as a 
capital gain with the result that the entire gain from the sale of such 
property would constitute ordin: ars Income 

Your committee believes that sales of land together with growing 
crops or fruit are not such transactions as occur in the ordinary course 
of business and should thus result in capital gains rather than in ordi- 
nary income. Section 323 of the bill so provides. 

Your committee recognizes, however, that when the taxpayer keeps 
his accounts and makes his returns on the eash receipts and disburse- 
ments basis, the expenses of growing the unharvested crop or the un- 
ripe fruit will be deducted in full from ordinary income, while the 
entire proceeds from the sale of the crop, as such, will be \ viewed as a 
capital gain. Actually, of course, the true gain in such cases is the 
difference between that part of the selling price attributable to the 
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crop or fruit and the expenses attributable to its production. There- 
fore, your committee’s bill provides that no deduction shall be allowed 
which is attributable to the production of such crops or fruit, but that 
the deductions so disallowed shall be included in the basis of the prop- 
erty for the purpose of computing the capital gain. 

The provisions of this section are applicable to sales or other disposi- 
tions occurring in taxable years beginning after December 31, 1950. 

The revenue loss under this provision is expected to be about 
$3 million annually, 


3. Elections to file joint or separate returns and to use the standard 
deduction 

Under section 51 of the code, married taxpayers may file either 
separate returns or a single joint return. The election. once made, 
as to which type of return to file is binding with respect to the taxable 
year for which the return is filed. 

Section 23 (aa) of the code permits an individual the use of an op- 
tional standard deduction in lieu of itemizing his deductions. The 
election to use either of these methods of handling deductions is like- 
wise binding upon the taxpayer for the taxable year with respect to 
which the option is exercised. 

As a proper election frequently requires informed tax knowledge 
not possessed by the average person, the binding elections referred to 
above may result in substantially excessive taxes. This result of 
making an improper election is particularly apt to occur during a 
period of high tax rates such as the present. 

Your committee’s bill contains two amendments directed at this 
problem. Section 312 of the bill provides that married individual 
income taxpayers who file Separate returns may exercise the right to 
change their election and file jomt returns at any time within the 
period of the statute of limitations. This provision is effective with 
respect to taxable years beginning after December 31. 1950. Section 
308 of the bill also provides that individuals who have used the stand- 
ard deduction when filing their return may substitute itemized deduc- 
tions at any time within the period of the statute of limitations. More- 
over, taxpayers who have itemized their deductions are also to have 
the option to amend their return within the same period in order to 
take advantage of the standard deduction. This provision is effective 
with respect to taxable years beginning after December 31, 1949. 

lt is anticipated that the revenue loss from these amendments will 
be negligible. 


4. Pe nsions 


Under section 165 of the code. payments made from an employees’ 
retirement fund are taxable to the recipient as received. It has been 
reported to your committee that life insurance agents have been 
denied the benefits of this section because of a ruling that they are 
not technically “employees” for the purposes of the provision. As a 
result the entire lump-sum value of the pension in excess of any 
amount contributed to the fund by the emp!oyee is taxable as income 
of the agent in the year he retires when his right to his share of the 
company’s contributions becomes nonforfeitable. Your committee 
believes this treatment to be inequitable, particularly inasmuch as 
Congress provided specifically that full-time life insurance agents are 
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to be employees for social security purposes. Therefore, section 343 
of the bill amends section 3797 (a) of the code to extend the benefits 
of section 165 to life insurance agents who are employees for social 
security purposes. 

This amendment is effective with respect to taxable years beginning 
after December 31, 1948. 

The revenue loss from this amendment will be negligible. 

A case has also been brought to the attention of your committee in 
which an association providing retirement benefits desires to invest 
portion of its funds in common stocks, thus providing for a hedg 
against inflation. A question has arisen as to whether the variable 
payments which will be made from this fund will qualify for section 
165 treatment. It is reported that in the past such treatment has 
been limited to those retirement plans wherein the annuity contracts 
provide for the payment of fixed amounts. Your committee under- 
stands that treatment as annuities of payments which vary in amount 
is to be provided administratively under present law, thus permitting 
the recipients of these annuities to be taxed on the amounts as received 
instead of being taxed on the lump-sum value of the annuity at the 
time payments begin. The revenue effect of this provision is 

negligible. 

Stock distribution S of profit-sharing plan s 

Section 165 (b) of the code provides for the taxation of distributions 
to employees from exempt pension and profit-sharing funds. As 
rule both the employee and the employer contribute to such funds 
The amounts so contributed are then invested, usually in the stock of 
the employer company. Such amounts may or may not be credited 
to the accounts of individual employees at the time the purchases of 
stock are made. At the time that the total distributions pavable 
with respect to any emplovee are paid to him within one taxable vear 
on account of his separation from service, he is taxable at capital gain 
rates upon the entire value of the stock which was contributed by his 
employer. This is likewise true of any uninvested cash contributed 
to his account by the emplover. The value of the withdrawal for tax 
purposes under present law ts the sum of this uninvested cash and the 
market price of the stock at the time of withdrawal. It is frequently 
the case that the price the fund paid for the stock was substantially 
less than the current market price that is used in determining the tax- 
able value of the emplovee’s withdrawal. This results in the em- 
plovee’s being taxed on the amount of company contribution, the fund 
‘arnings, and any increase in the value of stock which was purchased 
for his account. Therefore, where companies select this method of 
providing for their employees’ retirement rather than through the 
purchase of annuities, this accumulated value of the employer's con- 
tribution in the fund is bunched in one taxable year, thus subjecting 
it to tax in higher surtax brackets. 

Your committee believes that the present tax on the stock apprecia- 
tion in such cases substantially reduces the employees’ profit-sharing 
accumulation and thus his retirement income. This is a discrimina- 
tion against those emplovees who select this method of providing for 
their old age. 

Therefore, section 334 of your committee’s bill provides that in 
the case of such distributions consisting of stock in the employer cor- 
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poration the appreciation in the value of the stock contributed by the 
emplover which has arisen since being deposited in the fund is not to 
be subject to « ‘apital-gain tax until the employee sells the stock, rather 
than at the time it is distributed to him as under present law. This 
amendment makes no change in the present tax treatment of that 
portion of the value of such stock which does not represent apprecia- 
tion in value. 

This amendment applies to distributions made after December 31, 
1950. 

The revenue loss from this amendment will be negligible. 


6 De ath be nefits to ¢ m ployees 


) 


Section 22 (b) (1) of the code excludes from gross income amounts 
received under a life-insurance contract paid by reason of the death 
of the insured, whether in a single sum or otherwise. However, by its 
terms, this provision is limited to life-insurance payments, and the ex- 
clusion does not extend to death benefits paid by an employer by reason 
of the death of an employee. In order to correct this hardship, section 
302 of your committee’s bill excludes from gross income death bene- 
fits not in excess of $5,000 paid by any one employer with respect to 
any single emplovee’s beneficiary or beneficiaries in accordance with a 
preexisting contract. The limitation of the exclusion to payments not 
in excess of $5,000 will prevent abuses under this new provision. 

This provision is effective with respect to taxable vears beginning 
after December 31, 1950. 

The revenue loss from this amendment will be negligible. 

?. Termination payments to employee S 

Some employment contracts provide for payments to the employee 
— the employment period, based on a share of future profits or 

1 percentage of future gross receipts. Such payments when received 
are taxed under present law as ordinary income, inasmuch as they are 
in the nature of payments of additional compensation. However, if 
the employee chooses to receive a lump-sum payment in lieu of the 
contract rights upon termination of his employment, the entire lump 
sum is included in one year’s income. ‘The result may be to place the 
employee in an unusually high surtax bracket. Your committee 
believes this on sent treatment of such lump-sum settlements to be 


unduly harsh in view of the fact that the employee may not wah to 
leave his retirement income enennenl, upon the operation _ the 
business subsequent to the severance of his connection with i 


As aresult, section 328 of the bill eter with certain aaaiaeeiie 
for capits al-gain treatment of amounts received by an employee, upon 
termination of his employment, in exchange for his release of all of his 
rights to receive a percentage of future profits or receipts. This 
provision is limited to cases where the taxpayer has been emploved for 
more than 20 years and has held such rights to future profits or receipts 
for at least 12 vears. 

This provision is effective with respect to taxable vears beginning 
after December 31, 1950. 

The revenue loss from this amendment will be negligible. 

Ss, Re stricted stock options 


The Revenue Act of 1950 added a new section 130A to the code, 
which provides that the granting to employees of certain types of stock 
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options will not give rise to taxable income to the recipient. To be 
excluded under this provision the option must fall withim a defined 
category of “restricte d stock options. 

Section 130A requires that to qualify as a “restricted stock option’ 
the option price at the time of the granting must be 85 percent or more 
of the fair market value of the stock. Ordinarily, when an option is 
used as an Incentive device, the option price approximates the fau 
market value of the stock at the time the option is granted The 15- 
percent leeway is allowed because many stocks are not listed on ex- 
changes and therefore, the fair market value is difficult to determine 
It has come to the committee’s attention that the operation of the 85- 


percent limitation has resulted in a hardship in one respect. In many 
cases, the granting of stock options IS subject to ratification by the 
corpor: ation’ s stockholders. Thus, at the time of the action by a cor- 
poration’s board of directors the option may be fully qualified as to the 
85-percent limitation, but because of the dela) s typically incident to 


action by a a ition’s shareholders, the fair market price may have 
so changed by the time of their ratification that the option no longe: 
qualifies under the statute 

In order to correct this harsh operation of the present provision, 
section 330 of vour committee’s bill provides that the date of the 
granting of a restricted StoO¢ k option which Iss ibject to stockholder 
ratification shall be determined as if the option had not been subject 
to such approval. 

This amendment will be effective as if tt had been enacted as part 
of the stock option provision of the Revenue Act of 1950. 

9. Medical EL PEnses 

Section 23 (x) of the code permits the deduction of a taxpaver’s 
medical expenses only to the extent that such expenses exceed 5 per- 
cent of the taxpayer's adjusted gross income. 

Section 307 of your committees ’s bill removes this 5 percent limita- 
tion for any taxpayer, if either the taxpaver or his spouse is aged 65 
or over, but only with respect to the medical expenses of such tax- 
paver and his spouse. Persons in that age bracket have generally 


reached a period of lowered earning capacity These same individuals 
tvpically are confronted with mereased medical expenses.  Dis- 
allowance of the deduction of man of these expenses nader present 


law merely serves to accentuate this existing hardship 

This bill does not affeet the maximum limitations of present law on 
the amount of the deduction 

This provision of your committee’s bill is effective with respect to 
LAX: ab le vears beginning afte Dece mb: rol. Looe, 

It is estimated that the provision will involve a loss of revenue of 
about $15 million in a full year of operation 
10. Rede mption of stock to pay death taza 

The Revenue Act of 1950 amended sectio Lid of the eco to 
provide that the redemption of stock in a decedent's estate in an 
amount not in excess of the estate, inheritance and succession taxes 
(including interest) on the estate is, In certain cases, not to be treated 
as a taxable dividend Among other req ulren hts, this ProvVIslLon Is 
limited at prese nt to cases where the value of the stock in the corpora 
tion comprises more than 50 percent of the value of the net estate of 
the decedent. 
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Your committee believes that the latter limitation imposes a hard- 
ship on those estates where the stock in a corporation forms a sub- 
stantial part of the value of the net estate but falls short of meeting 
the restrictive 50 percent requirement. Therefore, section 320 of 
the bill extends the benefits of section 115 (g) to cases where the stock 
comprises more than 25 percent of the value of the decedent’s net 
estate. 

This amendment will be applicable only to amounts distributed on 
or after the date of enactment of the bill, 

The revenue loss resulting from this section will be negligible. 


. ° Ls ie ot , . es ° , . 
1]. bY 87s of aoint and surmior annuities nel r¢] tan the Gross ¢ state 


Section 118 (a) (5) of the code provides that property acquired by 
bequest, devise, or inheritance shall have a basis for determining 
gain or loss equal to its fair market value at the date of the decedent’s 
death or, if the decedent’s executor elects the optional valuation date, 
at a date 1 year after the decedent’s death. However, all property 
which is included in the decedent’s gross estate for estate-tax purposes 
does not take a new basis upon the decedent’s death. 

A joint and survivor annuity is includible in the decedent’s gross 
estate but is treated as a gift for basis purposes so that, for purposes 
of gain, it has the same basis as in the hands of the donor. Section 
303 of your comimittee’s bill amends sections 22 (b) (2) and 113 (a) (5) 
hat where a joint and survivor annuity ts in- 
cluded in the decedent’s gross estate, its basis shall be the value of the 
property included in the estate. 

This amendment is to apply only where the decedent dies after 
December 31, 1950. ses 


No appreciable loss of reyenue is anticipated from the amendment. 


of the code to provide t 


/ Hl , - . . , : } 
/ Abate ment of neome tares tor certain memoers of the Arn ead Fores S 


cis . : ° 2 
ad ng CON hat “OneCS OF AS A Te sult OF Wouries received 17 such 


Individuals dvinge while in active service during World War IT as 
members of the military or naval forees of the United States or other 
United Nations were forgiven their income tax with respect to the 
vear of the death and the prior year. They also were relieved of 
unpaid income taxes at the time of their death. 


Can . 
ection 


> 


33 of your committee’s bill provides similar treatment for 
members of the Armed Forces of the United States dying while serv- 
ing in combat zones or while hospitalized as a result of wounds, disease, 
or injuries incurred while serving in combat zones 

Your committee’s bill provides for the forgiving of income tax in 
the vear of death of such individuals and in prior taxable years ending 
after the commencement of hostilities in Korea. Also, such individuals 
are relieved of any income taxes for any year unpaid at the date of 
their death. The provision is effective with respect to individuals 
dying after the commencement of hostilities in Korea and prior to 
January 1, 1954. 
1S. Individuals earn ing income abroad 

Section 116 (a) of the code exempts from income tax citizens of the 
United States who are bona fide residents of a foreign country with 
respect to income earned outside the United States, and disallows 
deductions chargeable against this income. This provision is intended 








~s 
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both to encourage citizens to go abroad and to place them in an equal 
position with citizens of other countries going abroad who are not 
taxed by their own countries. 

However, the present law has two defects which section 321 of vour 


committee's bill corrects. iy ‘st, tne exclusion is allowed only with 
respect to an “entire taxable » year’ with respect to which the indi- 
vidual is a bona fide resident of the foreign country. Thus, exemp- 
tion is denied an individual! in his first vear abroad unless he becomes 
a bona fide resident of the foreign country as of January 1. Section 


321 of your committee’s bill corrects this defect of present law by 
granting the exclusion with respect to “an uninterrupted period which 
includes an entire taxable year’ with respect to which an individual 
was a bona fide resident of a foreign country 
In addition, the term ‘‘bona fide’’ residence abroad has been con- 
strued quite strictly with the result that many persons who have gone 
| 


abroad to work even for a re sativ ely long period of time have been un- 
able to meet the test of a “bon 1 fide resident’? of a foreion country. 
Sometimes this has occurred because the nature of the individual's 


work is such as to make it difficult to establish a “residence’’ in the 


more widely acce pted use of the term On other oceasions it has 


resulted from the fact that individ ua ls have gone abroad only for a 
stated period of time. Examples of this are managers, technicians, 
and skilled workmen who are induced to go abroad for periods of 
IS to 36 months to complete speci projects. Your committee 


believes, in accord with the point 4 program, that it is party larly 
desirable to encourage men with technical knowledge to go abroad. 
= a result vour committee has added a paragraph to section 116 (: 

{ the code proy iding that income earned abroad by a eitizen of the 
U sane States who is present in a foreign country or countries for 
17 out of 18 consecutive months is to be excluded from income, ane 
that deductions chargeable to such income will be disallowed in com- 
puting his Federal income tas 

These two changes made by your committee’s bill are effective with 
respect to taxable years beginning after December 31, 1950 

Your committee's bill also amends section 1621 (a) (8 \) of the 
code to provide that there is to be no withholding by the United 
States where it is reasonable to believe that the income is paid to a 
person who will qualify for the exclusion on the basis of presence in a 
foreign country for 17 out of 18 consecutive months in addition, it 
provides that there is to be no withholding of income taxes for the 
United States upon an amount earned for services performed in 
foreign country if withholding on that amount is required for a foreign 
country. These changes in your committee’s bill are effective as of 
January 1, 1952, with respect to wages paid on : atten that date 


The revenue effect of these provisions is negligible. 
14. War losses 

Section 127 of the code, in general, authorizes a war loss deduction 
for property in enemy hands when the United States entered World 
War II in 1941, for property which later came under enemy control 
and for property destroyed or seized in the course of military or naval 
operations. This deduction is limited to the taxpayer’s depreciated 
cost or other basis of the property. Section 127 also provides that if 
any of the property was recovered, the fair market value of the 











54 REVENUE ACT OF 1951 


recovered property, not the amount deducted, is to be taxed as ordi- 
nary income to the extent that the deduction resulted in a reduction 
of tax. 

Where only one property was involved, there has been no difficulty 
with this rule, since in those cases where the fair market value of the 
recovered property exceeded the amount of the deduction, the value of 
the recovered property was includible in income only to the extent that 
the deduction resulted in a reduction in tax. The full fair market value 
was not included in income in such cases because it was believed appro- 
priate to treat the taxpayer as nearly as possible as if he had held the 
property throughout the entire period and received no deduction for 
the temporary loss. In such a case appreciation in the value of the 
property would not, of course, be subject to tax. However, where the 
war loss embraces more than one property, the present rule does not 
always achieve this result. For example, where war loss deductions 
have been taken for two or more properties, and only one of these 
properties is recovered, if the recovered property has appreciated i 
value, the deduction previously taken not only with respect to this 
property but also with respect to the property not recovered is taken 
into consideration in determining how much of the fair market value 
of the property recovered represents a previous reduction in tax. In 
such a case the effect of the present provision is not to treat the 
property as if it has been held for the entire period since part or all of 
the appreciation in value of the property is subject to tax in the year 
of recovery merely because a deduction had also been taken for another 
property which has not been recovered. 

‘To correct this situation section 340 of your committee’s bill amends 
section 127 of the code to provide that, at the election of the taxpaver, 
in the case of war loss recoveries the tax for the vear in which the 
deduction was taken is to be recomputed by reducing the deduction 
by the amount of the recovered property, taken at its depreciated 
cost on the date of the loss or its fair market value on the date of the 
recovery, Whichever is lower, and by adding the increase, if any, in 
the tax so resulting to the tax for the year of the recovery. 

The attention of your commitiee has also been brought to cases 
where war losses have been realized but no deduction was claimed. 
In such cases, if other war losses were deducted with a tax benefit 
section 127 of the code operates to require the fair market value of 
the property on the date of the recovery to be included in income in 
the year of the recovery to the extent not in excess of the beneficial 
deductions for other war losses. Under section 340 of your com- 
mittee’s bill there would be no tax in the vear of the recovery with 
respect to property for which no deduction was claimed in the year 
of the loss. 

No interest is to be paid or assessed on refunds or deficiencies 
arising from this provision 

These amendments will have no permanent revenue effect. 


15. Fore Lqn tax credit for taxes paid by a fore ign subsidiary 

Existing law permits a domestic corporation, owning the majority 
of the voting stock of a foreign corporation, to claim a foreign tax 
credit for income taxes paid by the foreign corporation to a foreign 
government with respect to the profits of the foreign corporation 
which are paid as dividends to the domestic corporation. Your com- 
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mittee believes that the principle established by present law is correet 
but does not believ: that the allowance of the for ion tax credit should 
be limited to those cases where the domesti corporation OWNS a 
majority of the voting stock of the foreign corporation. Irrespective 
of the proportion ol the foreign corporation 
corporation, the dividends received by the domesti corporation are 
equally likely LO be allected by the taxes paid toa foreign government. 
\loreover, several fore! Fi 

as 50 percent of one of their domestic corporations by a roreign 
corporation. ‘Thus, it is impossible for American corporations to 
operate a foreign subsidiary in these countries and receive the foreign 


tax credit with respect to dividends paid to them by the foreign cor- 


mwhnead by the Comesttc 


countries prohibit the ownership of as much 


poration which they partially own. Also, in some cases a fo 
corporation is owned jointly by two or more domestic corporations 
and in such cases either none receive the foreign tax credit or one 
receives it while the others do not For these reasons section 331 of 
your committee’s bill amends section Lsl 1) of the code to provide 


that the foreign Lax credit is to be allowed if the Ameriean corporation 
owns 10 percent or more of the voting stock of the foreign corporation. 
The 10 percent limitation is imposed for administrative reasons 

This provision is effective with respect to dividends received during 
taxable years beginning after December 31, 1950 

Under present law if a foreiga subsidiary of an American corporation 
OoOwnhs all of the voting stock of another fore len COrporaction, ne aby 


dends received by the Ameriea 1 parent wi hy respet Lo he earnuill sof 


the second subsidiary are eligible for a foreign tax credit Howeve 
your committee sees no reason why it is necessary for the first foreig 
subsidiary of the American corporation to own all of the voting 
of the seeond foreign subsidiarv in order for the American pa 
corporation to receive the iorelon tan eredit wit! spect to divi as 
paid from the profits of the second foreign subsidiary. On adminis- 
trative crounds there is a basis fon requirmg Majority Ow rshiy 1) 
not complete ownership, of the second forei subsidiary by the firts 
foreign subsidairy There ore, Sé ection sof OF your committees | I 
extends the foreiga tax eredit oapply 1a the ease of dividends ree c 
by American corporations in such cases of majority ownership 

These amendments are expected to result in a revenue loss of $30 
million in a full year’s operation 

This provision is effective with respect to dividends re ved by a 
foreign corporation during taxable vears beginning after December 
>1, 1950. 
16. Postponement tf due date fe éTu . i Chi 1 frade Au t ¢ rpol 7 8 


i ® },: 1 4 , 1] | 
Under present law China Trade A Corporations are allowed a 


credit against their income for the net Income derived from sow 
within China with respect to the portion of the stock of the corporation 
i 


held by Chinese or American shareholders \lso, the corporation 


| 
mt or th 


must distribute an amount at least equa! to the amount 0 


tax which ordinarily would be imposed in such cases in order to recetye 
the full credit. As a result of hostilities and unss tled conditions Crn- 
erally in the Far East, it is impossible in many cases for corporations 
doing business in China to make a distribution of any earnings derived 
from China or even to know the size of such earnings. For that 
reason section 613 of your committee’s bill amends present law to 
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provide that the Secretary of the Treasury may postpone the due date 
up to the end of 1953 for the paving of any income tax and the filing of 
the return with respect to vears beginning and ending in the period 
January 1, 1949, to Se ptember 30, 1953, if he deems such deferment 
reasonable under the circumstances. Since the requirement, that in 
order to receive the full credit the distribution of earnings derived from 
China must at least equal the income tax which otherwise would have 
been paid, m not be met prior to the time the taxes are due and 
pavable, the posiponement of the due date also has the effect of 
permitting ihe ta ‘paver to postpone the distribution of earnings. 


This provision will have no permanent effect on the revenue. 


Dp reat on of the ntereor poral di yvdends-rece% ed credit in the CONE 
( he POreigh Cory yratio 


l r present law foreign corporations engaged in trade or business 


within the United States are subject to the regular corporate mcon 


taxes with respect to that portion of their income which is derived 
from source ithin the United States. However, where such cor- 
porations pay dividends to a United States domestic corporation, no 
CLL nas ceived eredit is allowed the latter, although such credit 
would be allowed if the domestic corporation were receiving dividends 
from another domestic corporation, Thus, two full corporate taxes 


re Dad with resp et to divi lend Income re ceived from foreign corpo- 
] 


rations engaged in trade or business within the United States (to the 


extent that the dividends are paid out of income derived from sources 
within the United States), while as a result of the intercorporate divi- 
denas-recels credit, dividends paid by one adomestle corporation to 
another are subject only to a little more than one full « orporate meome 
‘To remove this discrimination, section 311 of your committee’s bill 
an na section 2b (b of the code, relating to the dividends-received 
to provide that under certain conditions dividends received 

from. fo! nm corporations engaged in trade or business within the 
United States are to be eligible for the So-percent Intercorporate 
cil’ C -received credit Hlowever, the credit is to be extended 
Oo! vith respec to so much of the income as was earned in the 
{ ed Ot es \loreover, the credit 1s to be made available only 
vith respect to income earned in the United States during an unin- 
ipted period in which the corporation was engaged in a trade 
or bu ess within the [ hited States. Also, for administ ‘ative reasons 
Che « dit is to be made available only where 50 peres nt or more o} 
the gross income of the foreign corporation was derived from sources 


within the United States, 
his provision of your committee’s bill is effective with respect to 


taxabie years beginning after December 31, 1950. 

lt is estimated that this provision will result in an annual loss of 
revenue of $1 million. 
18. Nel operat ing loss deductions 

Section $29 of the bill permits net operating losses of 1948 and 1949 
to be carried forward 4 years instead of 2. This provision is necessary 
in order to reduce the existing disparities in the treatment of different 
tax years. 

The Revenue Act of 1950 provided that the net operating loss for 
a year may be carried back to offset income of the preceding year and 
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may be carried forward to offset income of the 5 succeeding years. 
This provision was made effective for losses in 1950 and later vears 
i 


Losses in vears prior to 1950 mav be earried back 2 vears and carrie 
“= rivy a : * ; , , . 
forward 2 vears. he effect of the change in the 1950 act was to 


permit losses m LO50 and subsequent vears To be applied to offs 
possible income in six other vears, whereas losses in 1949 


Vvears could he applic | to offs | possible mcohr 


So far as a taxpaver with income in 1950, 1951, or 1952 is coneerned 
the 1950 act had the effect of reducing the number of possible ioss 
yveurs whos net operatu losses could be ay lied to offset t] 1950 
L951, or 1952 meom This is because a loss in a year subsequet 
Lo 1949 may be carried bene only | eu Hist ol 2 vi I he 
example, a faxpayver with i ve mn 1947 had four potential k ems 
which might be applied against the 1947 incom >, 194 U4s 
and 1949-——-whereas a taxp: r with income in 1950 has on three 
potential loss vears which might be applied against the 1950 yt 

1948, 1949, and 195] \ 1 taxpaver W » Incol In 1% ‘ 
1954 would hot have as many poten ni LOSS vears which aa of} 
applied against his income in those years as a taxpayer with incon 
1955 (when the provision in the 1950 ar beco!l ~ liv effective Since 
1953 income may be offset only by 1950. 195 MY? and 1954 losses (4 
vears) and 1954 income may be offset onlv by 1950, 1951, 1952, 4! 
and 1955 losses (5 vears). compared with an ¢ acainst six potentia 
loss vears in the case of come in 1955 ¢ : quel Ve 

By permitting 1948 ane 49 loss LO be oOrwarc 
the bill imereas to fo - til ) »! ) \ 1) | rile 
to 1951 income and increas oO jive ) ( ( bie 
mia ay appli Be 0 ( yA No ¢ 
DrOVISIOL af , 

( LaLel Dt e ig rporatie ! ( ) 
1946 to 1949 a it ) five } 1 \ | 
CXISLLINM het op ! ( \ I kg ( ’ 
fo med a 1947 \ i) ) | \¢ Oop 1 ) 
back il losse i | i »? Curry I i Til- 
petitor, formed in 1950 fo E 
In order to correct th nequit the bill pro ‘ hs ’ ‘ , 
formed ma taxable begining ) 
sustam a net operating tos any taxal a het 
date and before January , yo0O, may 0 L Sue Os Oo 
instead of two taxable years as unaer prese { iW 

These proy iIsions are app! eable Wi COMPU the net operating lo s 
deduction m taxable vears beginning after December 31, 1948. 

There will be ho permanen evenue | irom thes provision 
19. ¢ orporate reorgan izations pu -ONfS 

Section 317 of vour committee’s bill adds a new section 112 


(11) of the code to provide for the nonrecognition of gain from 
receipt of stock im corporate exchanges carrying out transactions 
known as spin-offs. A spin-off occurs when a part of the assets of a 
corporation is transferred to a new corporation and the stock im the 
latter is distributed to the shareholders of the origmal corporation 
without a surrender by the shareholders of sto in the distributing 
corporations. It is intended that section 317 1] 


¢ Shall be applicable even 
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though the portion of the business which is spun off is already organ- 
ized as a separate corporation, with the result that it is the stock of 
that corporation, rather than the underlying assets, which is trans- 
ferred to the new corporation whose stock is) distributed. Kor 
example, if among the assets of corporation A is the stock of a subsid- 
lary corporation B, whether or not wholly or even majority owned, 
and business reasons exist, unrelated to any desire to make a distribu- 
tion of earnings and profits to its shafeholders, for the separation of 
the assets consisting of such stock, such separation may be effected 
without recognition of gain to Corporation \ or its stockholders by 
transterring the stock of B to a newly organized corporation (in 

change for its stock, followed by the distribution of C’s stock to the 
stockholders of A without the surrender of their stoek. 

This section has been included in the bill because your committee 
believes that it is economically unsound to impede spin-offs which 
break-up businesses into a greater number of enterprises, when under- 
taken for legitimate business purposes. A similar provision was con- 
contained in the revenue revision bill of 1948 which passed the House 

ut was not acted upon by the Senate, and a similar provision was 


cluded in the Senate version of the bill which became the Revenue 


Section Sid has bye en drafted so as to limit its benefits to reorgap~- 
zations in which all of the new « rporations as well as the parent 
are intended to carry on a business after the reorganization and where 
only stock (other than preferred) is distributed by the corporation or 
corporations Nonrecognition of gain has been denied also in cases 
where th reorganizatlon Was principally a device for the distribution 


of the earnines and profits of the corporations which are parties to 


Section 317 of the bill also adds a new section 113 (a) (23) to the 


code pi viding t | at, in the case of stor k distributed In a spin-off, the 


basis of the new stock, and the old stock, respectively, in the share- 
holder’s hands. is to be determined by allocatine between the old 
~ the. v stock the adjusted basis of the old stoek. 
DrOVISIONS of your ¢ ymmittee’s bill are to be effective with 
Dec 0 taxabl vears ending after the dat of the enactment of this 
ill, but are to apply only to distributions of stock made after that 
ite 
The revenue loss resulting from this provision is expected to be small. 
‘ty Ra yal na 7 rd) oads 


After an application for increased mail pay made by the railroads in 
February 1947, the Interstate Commerce Commission in December 
1947, ordered an interim increase of 25 percent in mail-pay rates effec- 
tive after February 19, 1947, pending further investigation. Amounts 
represented by this increase were reported for tax purposes by the 
railroads 1h) the Vears in which the services were rendered, On 
December 4, 1950, the ICC awarded the railroads $312 million in back 
19, 1947, through December 31, 
1950 Of this amount, about $160 represented the 25-percent increase 
previously eranted on a temporary basis with respect to the services 
rendered in the period 1947-50, and about $158 million represented 
an additional increase with respect to those same services. 


mail pay for the period from February 
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Your committee believes that this latter amount should receive the 
same tax treatment as the amount previously granted, inasmuch as 
both represent compensation for the same services. Therefore, in 
order to avoid any uncertainty, section 610 of your committee’s bill 
provides that the additional payments authorized by the December 
4, 1950, order shall be included in income for the years in which the 
railroads rendered the services for which the additional payments were 
made. It is specifically provided that no interest shall be due with 
respect to any period prior to July 1, 1951, for deficiencies resulting 
from the inclusion of the additional payments in the back years. 

It is estimated that inclusion of these payments in the back years 
will result in about $10 million less revenue than if they were taxed 
in the year in which received. 


Income from discharge of i) di htedne Ss 

Section 22 (b) (9) of the code excludes from gross income, in the 
case of a corporation, the amount ot income attributable to the dis- 
charge of indebtedness ey idenced by a bond, debenture, note, c¢ rtifi- 
cate, or other evidence of indebtedness. The provisions of this sec- 
tion are temporary under existing law and expire automatically on 
December 31, 1951. Section 304 of your committee’s bill provides 
for the permanent enactment of the section. 

The exclusion provided by section 22 (b) (9) is to be applicable 
only if the corporation consents to a reduction in the basis of its 
properties under section 113 (b) (3) in accordance with the regula- 
tions then in effect. The reduction of basis under section 113 (b) (3) 
is M an amount equal to the Income excluded under section 22 (b) 
(9). In the event an amount is excluded from gross income under 
these provisions, an adjustment is made for unamortized premium 
or unamortized discount on the discharged obligation. 

The Secretary of the Treasury has authority under section 113 (b) 
(3) to preseribe regulations which will set forth rules under which the 
adjustment to basis shall be made. Existing regulations (sec. 29.113 
(b) (3)-1 of Regulations 111) provide that an amount equal to the 
excluded income is first to be applie “din reduction of the basis of the 
specific property (other than inventory, notes, or accounts receivable 
in the acquisition of which the indebtedness was incurred. ‘The 
reduction of basis in such case merely reflects an adjustment in the 
purchase price of the property. The reduction of basis under the 
i ssoninina is then successively applied to the following classes of 
property: (1) Property securing the indebtedness, (2) other property 
of the fees and finally (3) inventory and accounts and notes 
receivable. Within these classes, the reduction in basis is applied 
proportionately to the ot rty included in the class without regard 
to whether the property is depreciable or nondepreciable. In order 
to assure that the exc hele of income by operation of section 22 (b) (9) 
may result only in a temporary postpone ment of the tax hability, vour 
committee understands that the Secretary of the Treasury will require 
by regulations that, after adjustment of the basis of certain property 
acquired with the purchase money indebtedness, whatever reduction 
in basis of property remains to be taken under section 115 (b) (3) w - 
be taken, in general, against depreciable property or property subjec 
to cost depletion ae only as a last resort against nondepreciab le 
property. Thus, in general, it is intended that a reduction in the 
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basis of nondepreciable property will be made only after the exhaustion 
of depreciable property or property subject to cost depletion. This 
provision will assure the collection within a reasonable time of the 
taxes postponed and will, therefore, have no appreciable, long-run 
effect on the revenue. 

Section 304 of your committee’s bill makes a technical amendment 
to section 22 (b) (9) to allow for greater flexibility as to the time for 
filing the required consent to a re .duction of basis... Under the present 
law, the taxpayer must file its consent with its return for the taxable 
year. The bill amends the section to provide that the consent shall 
be filed at such time as the Secretary of the ‘Treasury may prescribe. 
Under this amendment, the Department could continue to require 
that the consent be filed with the return in the ordinary case, but 
might make provision for filing of the consent at a later date in appro- 
priate hardship cases. 

Your committee has provided that this amendment shall be 
effective with respect to taxable years ending after December 31, 1950. 

Section 304 of your committee’s bill extends for an additional 3-year 
period the exclusion provided for railroad corporations under section 
22 (b) (10) of the code. Section 22 (b) (10) provides that the amount 
of income attributable to the discharge of any indebtedness of a rail- 
road corporation, as defined in section 77 (m) of the National Bank- 
ruptey Act, shall be excluded to the extent that such income is deemed 
to have been realized by a modification or cancellation of indebtedness 
pursuant to an order of the court in a receivership proceeding or a 
proceeding under section 77 of the National Bankruptey Act. This 
section also expires automatically on December 31, 1951. Unlike 
section 22 (b) (9), section 22 (b) (10) does not require a reduction 
in the basis of the taxpayer’s properties as a condition to the exclusion 
of the income. The extension of the expiration date of section 22 
(b) (10) made by this section of your committee’s bill is to December 
31, 1954. 

The revenue loss from these amendments is expected to be negligible. 
22. Liquidation of corporations 

Under the Revenue Act of 1950, domestic corporations, includ- 
ing personal holding companies, may be liquidated under section 
112 (b) (7) of the code for a limited period without payment of capital 
gain tax by the stockholders on the appreciation in value of assets 
held by the companies. In general, in the case of gain on stock held 
by individuals only that portion of the distribution to the shareholders 
which represents accumulated earnings is to be taxed, to the extent of 
the gain, as ordinary income. So much of the remainder, to the extent 
of the balance of the gain as consists of money, or of stock or of securi- 
ties acquired by the corporation after a basic date (August 15, 1950) 
is to be treated as a capital gain. 

Under section 112 (b) (7) in its pre-1950 form, a similar election 
was available when the plan of liquidation was adopted after the date 
of enactment of the Revenue Act of 1943 and put into effect during 
the calendar year 1944. Under the amendment made by the Reve- 
nue Act of 1950, this election was restored for plans of liquidation 
adopted after December 31, 1950, and effected during any one calendar 
month in 1951. 

Section 316 of vour committee’s bill extends the application of sec- 
tion 112 (b) (7) so that taxpayers may exercise a similar election to 
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cover liquidations of corporations during 1952. This 1-year extension 
of the election will facilitate the liquidation of domestic personal 
holding companies. The committee believes it desirable to expedite 
the liquidation of such companies. 

This provision of your committee’s bill is effective with respect to 
taxable years ending after December 31, 1951. 

It is anticipated that the revenue loss resulting from this amend- 
ment will be negligible. 


23. Capital gains of corporations improperly accumulating surplus (sec 
102) 

Section 102 of the code imposes an additional tax on corporations 
improperly accumulating surplus to avoid payment of surtax by 
stockholders. This additional tax is imposed on the undistributed 
“section 102 net income’’, which is, in general, net income minu — 
normal tax, surtax, and excess profits tax of the corporation. Und 
present law, the section 102 tax applies to the long-term capital gains 
of the corporation as well as to its ordinary income. Your committee 
is of the opinion, however, that the problem of avoidance of surtax by 
stockholders does not arise in the case of net long-term capital gains, 
since these gains would have been taxed at a maximum rate of 25 
percent if the "vy had been realized by the stockholder directly. Fur- 
thermore, with present high replacement costs, cor porate capital gains 
must be reinvested in order to keep the corporation’s business activi- 
ties at their current level. Therefore, section 315 of vour committee’s 
bill amends section 102 in order to exclude net long term capital gains 
from the undistributed income subject to the section 102 tax. How- 
ever, this amendment further provides that the capital gain tax is not 
to be allowed as a deduction in computing income subject to the section 
102 tax. 

This provision is effective with respect to taxable years beginning 
after December 31, 1950. 

The revenue loss from this amendment is expected to be negligible. 

LIFO method of accounting 

Under the present law taxpayers using the LIFO inventory method 
have until the end of 1952 in which to make replacements of inven- 
tories involuntarily depleted during World War Il. They have until 
the end of 1955 to make replacements of inventories involuntarily 
depleted during the present emergency. However, inventory replace- 
ments are required to be attributed to the most recent liquid: itions 
not already replaced, so that a replacement before the end of 1952 
must be treated as a replacement of inventory liquidated during the 
present emergency before any inventory increases can be treated as 
replacements of inventory liquidated during World War II. This 
makes it difficult for taxpayers now suffering liquidations to replace 
World War IT inventory liquidations before the end of 1952. 

Section 306 of your committee’s bill corrects this situation by pro- 
viding, in effect, that replacements made prior to 1953 are first to be 
deemed to be re placements of liquidations during the World War II 
period rather than first being deemed to be re placements of liquida- 
tions during the present emergency. 

This provision of your committee’s bill is effective with respect to 
taxable years ending after June 30, 1950. 

The revenue loss from this amendment is expected to be small. 
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25. Exchanges and distributions under SEC orders 


Supplement R of chapter 1 of the Code provides, in general, that 
gain shall not be recognized to a corporation transferring property 
to another corporation which is a member of the same system group 
if the transfer is under order of the Securities and Exchange Com- 
mission. A “system —. is there defined as a chain of corpora. 
tions connected with a common parent through 90-percent ownership 
of each class of stock other than stock preferred both as to dividends 
and assets. 

A case has been brought to the attention of your committee in which 
a parent corporation owned over 96 percent of a $46 million stock 
issue but owned slightly less than 90 percent of a $15,000 stock issue 
which was preferred as to dividends but not as to assets. Thus, 
under the present provisions of Supplement R this corporation’s 
failure to own 90 percent of the $15,000 issue results in the non- 
recognition-of-gain provision being inapplicable in this case. Your 
committee believes this application of the rule to be unduly harsh 
its results 

Therefore, section 337 of vour committee’s bill amends Supplement 
R to provide that, in addition to the present definition of a system 
group, corporations be permitted to qualify as a system group if the 
parent owns YO percent of each class of stock other than preferred 
stock and other than stock which is preferred as to dividends but not 
as to assets if the value of such stock is less than 1 percent of the 
ageregate value of all classes of nonpreferred stock. 

This amendment is effective with respect to taxable re affected 
by an exchange or distribution made after December 31, 1947. 

The revenue loss under this amendment will be negligible. 


26. Py fe? red stoel of / nbhlie utilitie S 


Section 611 of vour committee's hill is intended to correct section 


15 (a) of the code which permits public utilities furnishing telephone 
service, electrical energy, gas, or ws ater to take a pa rtial credit against 
net income for divide nds paid on prefe rred stock originally issued be- 
fore October 1, 1942. The existing credit is designed to give these 
publ ic utilities a tax saving equal to 14 ees it of the amount of the 
ee ‘a Ne ey : 1s by’ 
preferred stock dividends. The provision of your committee’s bill 
amenas set tion 1d (a with respect LO taxable vears becinnine before 
April 1, 1951, to make the intercorpe rate dividends-received credit 
available in the case of dividends on pret ‘erres | stoc k of public utilities 
if the special dividends paid credit for public utilities provided by 
S $ . 1 1 * 
section 26 (b) has not wes n received by the utility. 


The revenue loss resulting irom this amendment will be negligible, 
DY . Karna igs of de pe ndents 

Section 25 (b) (1) (D) of the code allows a taxpayer, as a credit 
against net income, an exemption of $600 for each dependent whose 
eross income 1n the vear is less than $500 Prior to the Revenue 
Act of 1948, the exemption for dependents amounted to $500. Thus, 
before the amendment made by that act, the amount of the exemp- 
tion conformed with the amount of earnings which a dependent was 
allowed before the taxpayer was denied an exemption on his account. 
However, in increasing the exemption to $600, the 1948 act failed to 
make an equivalent increase in the amount of the dependent’s allow- 
able earnings. 
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Your committee believes that these provisions of present law should 
be brought into conformity. Not only is the present treatment 
inconsistent, but it leads inevitably to confusion on the part of tax- 
pavers. 

For this reason, section 310 of your committee’s bill amends section 
25 (b) (1) (D) in order to permit the exemption for dependents whose 
earnings are less than $600 

This amendment applies to taxable years beginning after December 
31, 1950. 

The revenue loss from this provision is expected to be small. 

28. Mine explorat On er pel ditures 


It is generally recognized that the presently available mineral 


resources of this country are in many respects deficient in view of the 


ever-increasing’ demand of our economy, especially in an em reency 
period such as the present Not only is this true with many common 
52 1 . 
metals such as copper, zinc, and lead, but it is even more true with 
| * ] ‘ . 
respect to many rare metals aid nonmetallic muinerais. Int sified 
Vc ypancdag  yyed ; } | : t i = lL, g ] 
and expanded etfort to Tha eW deposits Of ores and other minerals 


are highly desirable. 
Under present law, expenaivlures for ascertaining the location, 


extent, and quality of mineral aeposits Cannot be deducted unless 


such expenditures produce ho usef il results, im which Case they can 


be deducted as with any other Loss . but Must be capitalized. {mounts 
so capitalized can be reco, ered for tax purposes only through a ‘ple ion 
allowances. Moreover, if the depletion allowance is based upon a 
percentage of ZTOSS income from the property, this deduction is the 


1 


same whethe ra large or a small sum was spent for exploration, so that 
there is no special tax incentive for increased exploration expenditures. 

Your committee believes that a special incentive for increased 
exploration for mineral deposits is desirable, especially in the case of 
taxpayers with limited financial resources. Therefore, section 341 
of your committee’s bill provides that with respect to expenditures 
made to ascertain the existence, location, extent, or q iality of any 
deposit of ore or other mineral (other than oil and gas), prior to the 
development stage of a mine, the taxpayer may elect to deduct in 
any taxable year any amount up to $75,000 paid or imeurred in that 
year; or he may defer any amount up to $75,000 not deducted in the 
current year, and deduct that amount ratably as the minerals dis- 
covered or explored as the result of the expenditure are sold. Any 
taxpayer may treat such expenditures made in any 4 years, up to 
$75,000 per year, as deductible in either of these ways; after he has 
done this for 4 years, additional expenditures for exploration must be 
capitalized as under present law. Amounts so deducted will be a 
substitute for cost depletion based on such expenditures, but the 
allowances for depletion based upon a percentage of gross profit will 
not be affected. 

The reduction in revenue resulting from this provision is expected 
to be in a full year’s operation. 

The amendments made by this section of your committee’s bill 
will apply to taxable years ending after December 30, 1950. 
So. Corporate liquidation S accompan ied by reorganizations 

Section 112 (c) (2) of the code provides, in effect, that if a distribu- 
tion of cash or other property together with stock or securities is 
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“made in pursuance of a plan of reorganization,” but “has the effect 
of the distribution of a taxable dividend,” then the excess of the value 
of the cash or other property and stock or securities received by the 
stockholder over the cost or other basis of his stock, which would 
otherwise be taxable as a capital gain to the extent of the cash or other 
property received, shall, to the same extent and to the extent of the 
earnings and profits so distributed, be taxed at ordinary rates as if the 
cash or other property had been received as a dividend. 

This provision was intended to apply to a situation where a cor- 
poration with accumulated earnings and profits in the form of cash 
or the equivalent transferred its operating assets to a newly formed 
corporation in exchange for its stock and then distributed the cash 
and the stock of the new corporation to its stockholders. In such 
cases the corporation can continue its industrial or commercial opera- 
tions under the new corporation’s charter exactly as it would have 
done had there been no reorganization but merely the distribution of 
a cash dividend to its shareholders. In such cases the underlying 
realities and not the outward forms of the transaction should determine 
the tax consequences. 

However, there are situations which involve a reorganization which 
is only incidental to the actual discontinuance and liquidation of a 
business, and where the reorganization is expedient to carry out certain 
necessary transactions. Such a case was brought to the attention of 
your committee. _ In that case a corporation which had been engaged 
in certain industrial operations for many years terminated those oper- 
ations, sold its remaining industrial plant and equipment, collected 
its accounts receivable, and prepared to completely liquidate. How- 
ever, among its assets, in addition to a substantial amount of cash 
obtained from the disposal of its operating assets, were several tracts 
of unimproved land. It was not desirable to sell the land, since 
valuable leases could be executed with respect to much of it. Neither 
was it expedient to distribute the land to a number of stockholders, 
living in different parts of the country, since joint execution of leases, 
collection of rents, ete. would be impracticable. So the land was 
transferred to a newly organized corporation for its stock and that 
stock, together with the proceeds of the sale of the operating assets, 
was distributed to the stockholders in complete liquidation and the 
old corporation was dissolved. 

It appears that in such cases we have, not a continuation of an 
existing business with a mere change in corporate identity to afford 
an excuse for a distribution of earnings and profits in the guise of a 
liquidation, but a bona fide liquidation resulting from the termination 
of business operations, and the formation of a new corporation inci- 
dental thereto motivated by sound business reasons. Nevertheless, 
it seems probable that the Treasury Department will hold that in 
such taxes a taxable dividend was distributed, ia view of the language 
of a decision of the Supreme Court (stale of Bedford, 325 U.S. 283), 
which appears to indicate that any distribution of cash or the equiva- 
lent, where the corporation has undistributed earnings and profits, in 
connection with a reorganization, is a distribution of a taxable divi- 
dend. 

To avoid hardships which might result from unduly rigid inter- 
pretations of section 112 (ec) (2) of the code, your committee provides, 
in section 342 of the bill, that where a corporation, as part of a plan 
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of liquidation, exchanges unimproved real estate which is only part of 
its assets for stock of a new corporation and thereafter distributes such 
stock and its remaining assets in liquidation, the eains to the share- 
holders resulting from such distribution shall be treated as capital 
gains and not as taxable dividends. This treatment is provided only 
if there was a ‘sound business reason” for the formation of the new 
corporation, if the corporation “was organized and is operated for the 
sole purpose of holding title to such real estate and collecting income 
from the leasing or sale thereof and if the business of the old corpora- 
tion is discontinued.”’ The provision is made applicable to taxable 
years beginning after December 31, 1947. 

It is expected that the reduction in revenue resulting from this 
provision will be small. 


C. Provisions or tat Hovusrt Brit Nor Acceprep BY YOuR 
COMMITTEE 


}. Withholding on divide nds, intere st, and royaltie 8 


Part I of title IL of the House bill provides for withholding at the 
rate of 20 percent in the case of dividends, certain interest (principally 
corporate bond interest), and royalties. Under existing law recipi- 
ents of such incomes are required to report the total amount received 
as income on their annual income-tax returns. Withholding is re- 
quired of the payor only in the case of nonresident aliens. 

The stated purpose of the House bill is to improve compliance on 
the part of taxpayers with respect to these types of investment in- 
come. Various estimates have been made to the effect that for cal- 
endar year 1951 underreporting in this area may reach as much as 
$3 billion. 

While your committee recognizes that there may well be substantial 
underreporting of such income, largely through carelessness on the 
part of taxpayers, it does not believe that sufficient investigation of 
the problem has been made to justify such a drastic solution as 
the House bill proposes. Your committee believes that the with- 
holding provisions of the House bill would work a great hardship 
upon many taxpavers apd impose expensive administrative burdens 
upon the withholding agents 

The most obvious inequity which would result from adoption of 
the House provisions would, of course, be that withholding would be 
applied to many taxpayers who in fact have no income-tax liability. 
This hardship would be particularly severe, for example, with respect 
to an elderly retired individual living on a small investment income. 
As a result of withholding at the source, such a person’s income would 
be reduced by 20 percent at the time he receives it. The taxpayer 
would be out-of-pocket this amount until such time as he could file a 
claim for refund and his claim could be acted upon. No system has 
yet been devised which, in your committee’s opinion, would provide 
refunds speedily enough to mitigate this hardship. Your committee 
also fears that many taxpayers, especially those in the lower income 
brackets, would, either through misunderstanding or carelessness. fail 
to apply for the refunds due them, thus, being deprived permanently 
of a portion of their income. 

This type of inequity can also be acute in the case of tax-exempt 
organizations which depend for their support largely upon investment 
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income. While the House bill attempts to reduce this difficulty by 
permitting such organizations to take the refunds due them as a 
credit against any nes tax liability with respect to their 
employees, vour committee believes this to be only a limited solution, 
especially with respect to such organizations with small payrolls. 

It has been argued that withholding on dividends, interest, and 
royalties will remove an existing discrimination against wage earners 
whose earnings are generally withheld upon today. However, it 
should be pointed out that under the House bill the proposed 20 per- 
cent withholding rate would be applied to the enumerated types of 
dividends, interest, and royalty payments without allowance for any 
personal exemptions. ‘This is not true with respect to wage withhold- 
ing. Thus the hardship imposed upon recipients of investment income, 
especially those with large familv responsibilities, would be greater 
than any now imposed upon wage earners. 

[In addition to the hardships described above with respect to the 
incliy dues to be withheld upon under the House bill, your committee 
foresees the imposition ol greatly increased administrative burdens 
upon the withholding agents if the plan were adopted. Although the 
proposal contains no provision which would require payor corporations 
tO ROLY their stockholders of amounts withheld from dividends, it is 
obvious that good stockholder relations will in practice neanee that 
this be done in many cases. It is likewise probable that the burden 
will frequently fall upon the withholding agent to explain to the income 
recipient why his payments have suddenly been reduced. These con- 
sequences, in addition to the statutory requirements of withholding in 
the case of each of many re ‘ipients and transmittal of these amounts to 
the Government, will clearly impose considerable expense upon with- 
holding agents. 

It has been noted that the House provision would also require 

withholding with respect to royalty payments. Your committee has 
not been shown any need for withholding in this area. Royalty pay- 
ments are much more apt to represent large amounts than is true in 
~ case of dividends and interest and are more apt to be received at 
egular inte rvals over a long pe riod of time Kor the ‘se reasons such 
ivments are more likely to be ine oe «l in the pavee’s income. Your 
committee believes it unlikely that there is any substantial under- 
reporting in this area. _ It should be pointed out that royalty payments 
with respect to minerals are frequen tly subj yyect to depletion and various 
expense deductions. The House bill makes no allowance for such 
deductions, 

While the House bill requires withholding only on limited types of 
interest, principally interest on corporate bonds, your committee 
believes there are still mi: wy unre solved proble ms with respect to the 
interest upon which withholding has been proposed. This is true, 
for example, with respect to the treatment of transfers of certain types 
of coupon bonds. 

Examination of income tax returns through a “sampling” technique 
is reporied to indicate substantial underreporting of various forms of 
investment Income. However, no effort has been made to determine 
the extent to which dividends, interest, and royaltie s are paid tO per- 
sons who file no tax returns. ‘Thus, no accurate information has been 
developed which would indicate either (1) the proportion of individuals 
not now required to file returns who receive income from dividends, 
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interest, and royalties and would, therefore, be required to file for 
refunds if withholding were imposed, or (2) the number of individuals 
who receive dividends, interest, and royalties who do not file returns 
but who should do so. Information of this type is essential to any 
appraisal of the need and the desirability for legislation in this area. 
[It is hoped that the Bureau of Internal Revenue will make every 
attempt to secure this information. 

In view of the serious objections to the withholding plan of the 
House bill described above and the lack of essential information just 
referred to, your committee has not included the withholding provi- 
sions in its bill. 

It has been estimated that the withholding provisions of the House 
bill would increase the revenues by $323 million annually. 

The House bill requires the furnishing of information at the source 
as to all payments of interest subject to withholding of $300 or over 
and requires similar information as to all other interest payments of 
over $100. Below those amounts information could be required at 
the discretion of the Secretary of the Treasury. Under present law, 
interest payments of $600 or more are required to be reported. Section 
332 of your committee’s bill amends this provision to give the Secretary 
discretionary authority to require information returns as to interest 
payments of any amount. Moreover, the provisions of present law 
which authorize that payments of dividends in any amount be reported 
at the discretion of the Secretary are retained. Your committee be- 
lieves that these informational requirements, in addition to the wide- 
spread publicity which has been given recently to the problem of under- 
reporting of these types of investment income, should substantially 
improve taxpayer compliance in this entire area. 

2. Surtax exe moptior s and minimum excess profits tax credits of related 
corporations 


Under existing law the $25,000 corporate surtax exemption and the 
$25,000 minimum credit under the excess profits tax are available to 
each member of a group or chain of related corporations. It has been 
claimed that this treatment confers an unwarranted tax advantage on 
businesses carried out by means of a series of corporations, rather than 
a single corporation, and sets up an incentive for the artificial splitting- 
up of corporations. It is argued that this effect of the existing law 
is difficult to reconcile with the fact that the surtax exemption and 
the minimum credit were intended to confer tax advantages on small 
business. In an attempt to correct this situation, section 123 of the 
House bill would reduce to one the number of surtax exemptions which 
may be claimed by a group of ‘‘related”’ corporations and would limi 
the minimum excess profits tax credit to a single credit of $25,000 for 
the entire group. 

Under the House bill the $25,000 surtax exemption and the $25,000 
minimum excess profits credit would be divided equally among the 
related corporations unless the elect another method of apportion- 
ment. Such an election would be made by filing with the Secretary 
of the Treasury a consent indicating the portion of the $25,000 which 
would be taken by each of the related corporations as its surtax ex- 
emption for the taxable year. This election would permit the related 
corporations to absorb the full surtax exemption and the full minimum 
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excess profits credit so long as the group has a combined surtax net 
income of $25,000. 

A “related”? group of corporations is defined in the House bill so 
as to include one or more chains of corporations connected through 
ownership with a common parent corporation when at least 95 per- 
cent of the voting power of all classes of stock of each of the corpora- 
tions (except the common parent corporation) is owned directly by 
one or more of the other corporations, and the common parent owns 
directly stock possessing at least 95 percent of the voting power of 
all classes of stock of at least one of the other corporations, exclud- 
ing, in computing such voting power, stock held by such other cor- 
porations. <A “related’’ group would also exist if at least 95 percent 
of the voting power of all classes of stock of each of two or more cor- 
porations were owned, directly or indirectly, by or for one individual, 
or if at least 95 percent were owned, directly or indirectly, by or for 
not more than five individuals each of whom owns substantially the 
same proportion of the voting power in each of the corporations. 

In determining the extent of an individual’s holdings of the stock 
of a corporation for this purpose under the House bill, he would be 
deemed to own stock held directly or indirectly by or for his spouse, 
and also that portion of the stock owned by a corporation, partner- 
ship, estate, or trust in which he holds an interest, which reflects the 
extent of his interest in such corporation, partnership, estate, or 
trust. If he and his spouse own dircetly or indirectly more than 50 
percent of the voting power of a corporation he would be considered 
to own also the stock in that corporation held directly or indirectly 
by his ancestors and lineal descendants. 

Your committee realizes that there may be some opportunities for 
tax avoidance under present law through the use of multiple corpora- 
tions, although it should be pointed out that sections 45 and 129 of the 
code now afford the Government protection in cases where the prin- 
cipal purpose of the formation of multiple corporations can be shown 
to be the avoidance of taxes. However, the House bill is so broad in 
its attack on this problem that, if enacted, it could result in substantial 
injury to many businesses whose present corporate organization has 
not been motivated by tax avoidance. 

Many businesses were organized in the form of multiple corporations 
long before the present surtax exemption and minimum excess profits 
tax credit were oe ed. A business may be required to incorpo- 
rate separately in each State in which it carries on its activities, 
Furthermore, St: te laws sometimes prohibit the chartering of a cor- 
poration for more than one business purpose. A related corporation 
frequently will be formed for the purpose of limiting liability with 
respect to the development of a new and risky enterprise. All of 
these are traditional and legitimate purposes for the creation of new 
and separate corporations, yet the House bill would strike at these 
bona fide corporate entities in the same manner as it would treat cases 
of true tax avoidance. 

Corporations defined as “‘related’’ under the House bill may, in 
fact, be carrying on entirely unrelated types of business with few or no 
transactions between the members of the related groups. In such 
cases, failure to extend the full surtax exemption and the full excess 
profits tax credit to each corporation could affect seriously its com- 
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petitive position with respect to other corporations of similar size 
carrying on the same type of business. 

The provisions of the House bill would apply to corporations with- 
out regard to when they were formed. This would work a particular 
hardship on those related corporations which were organized in the 
past for legitimate business reasons. It should be noted that the 
denial of the full surtex exemption and the full minimum excess 
profits tax credit can result in a very substantial increase in tax liabili- 
ties, especially in the case of small corporations. On the other hand, 
to limit a provision such as that of the House bill to corporations 
created in the future would give rise to numerous competitive dis- 
criminations between new and old corporations. 

For these reasons, your committee has eliminated entirely this 
provision of the House bill. Any future study undertaken to deve lop 
methods of limiting avoidance in this area should emphasize the im- 
portance of correcting the true cases of avoidance without working a 
hardship on legitimate business organizations. 

It was estimated that the House provision would have increased 
the revenues by about $54 million annually. 


3. Sale of property to controlled corporations 


Section 310 of the House bill is intended to forestall a reported 
practice of selling depreciable assets to a corporation connie led by 
the taxpayer in order to obtain certain benefits available under 
existing law. For example, if the ‘taxpayer owns a patent, or a 
building which has materially increased in value and which he sells 
to a corporation which he likewise controls, the capital gains tax 
must ordinarily be paid by the taxpayer, but the building then has, 
in the hands of the corporation, an adjusted basis which is greater 
than the basis in the hands of the taxpayer by the amount of the 
gain realized on the sale to the corporation. The property being de- 
preciable, the corporation will then be able to write off the increase 
in the adjusted basis over the remaining life of the building. These 
additional depreciation charges are, of course, an offset to ordinary 
income. Thus, in effect, the immediate payment of the capital gains 
tax has been substituted for the elimination over a period of years of 
the corporate income taxes on an equivalent amount. 

The House bill attempted to eliminate the tax advantage from such 
transactions by denying capital gain treatment to the transferor with 
respect to sales or exchanges of depreciable property between a hus- 
band and wife or between an individual and a corporation more than 
half of the outstanding stock of which is owned by or for him directly 
or indirectly. For the purpose of determining ownership of stock 
under the House bill an individual would be considered as owning a 
portion of the stock held by a corporation, partnership, state or trust 
which reflects his interest as a shareholder, partner, or beneficiary. 
He would also be considered as owning stock owned directly or in- 
directly by or for his spouse, and if he and his spouse owned more than 
10 percent of the outstanding stock of the company, he would also be 
considered as owning stock held directly or indirectly, by or for his 
brothers and sisters, ancestors and lineal descendants. 

Upon consideration of this problem by your committee, it is of the 
opinion that a closer examination into the reported cases should be 
made before an amendment of this type is adopted. It appears that 
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the House provision would deny capital gains treatment to some bona 
fide transactions while failing to deny such treatment in cases of clear 
avoidance. For example, under the provision there would be no bar 
to the sale of property to a third person who then could sell it to the 
corporation. Your committee believes that action on this problem 
should be deferred until actual cases involving use of this avoidance 
device have been submitted for study. For this reason the bill 
eliminates the House provision. 

It was estimated that the House provision would have increased the 
revenue by $1 million annually. 


VIL. STRUCTURAL CHANGES IN THE EXCESS PROFITS 
TAX 


Your committee’s action with respect to the over-all ceiling on the 
excess profits tax and its action relating to the House amendment 
which reduced the excess profits income credit from 85 to 75 percent 
of average base period net income have been discussed in part IV of 
this report pertaining to general corporate rate changes. 

In addition, your committee’s bill includes several new provisions 
which deal with various other excess profits tax problems of a relief 
nature. A great number of these problems were brought to the 
attention of the committee during its hearings on this bill, and these 
problems were examined by the staff. Your committee has confined 
its action to those cases which present the most immediate and 
pressing need for statutory change. Of necessity, the committee 
has deferred action upon the bulk of excess profits tax proposals even 
though a number of the suggestions undoubtedly are meritorious. 

It is beheved that further action in this entire area should be 
deferred until the excess profits tax returns have been filed and there 
has been an opportunity to evaluate the detailed operation of the law. 
It is anticipated that this will be possible early in 1952. In the 
meantime, the staff will continue its study of the problems involved 
in this entire field. 

In general, the following excess profits tax amendments made by 
your committee are effective retroactively to the time the excess 
profi Us tax became effective. 

It is estimated that the excess profits tax amendments discussed 
below will decrease revenues by $120 million in a full year of operation. 
1. Extension of growth alternative to new corporations 

Under section 445 of the present excess profits tax law, new corpor- 
ations (those ¢ orpori itions which commenced business after the begin- 
ning of the base period) are entitled to compute a substitute earnings 
credit based on the ont rv rate of return applied to their total assets. 
They may also compute their earnings credit by averaging their base 
period earnings over 3 years, treating loss years and years in which 
they were not in business as zero. They are also entitled to the 
minimum excess profits credit of $25,000. They may also use the 
ordinary invested capital credit. 

\\ hile considerable attention Was viven LO the problem of new cor- 
porations in the preparation of the present excess profits tax law, the 
primary relief provided them, namely, the use of an alternative average 
earnings credit based upon their industry rate of return, often proves 
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inadequate. Many new corporations have only limited assets to 
which they can apply the industry rate. Furthermore, the industry 
rate is often especially unrealistic in the case of new corporations 


l 
+ 


because they frequently are engaged in relatively speculative under- 
takings and in various specialized activities which cannot be compared 


satist ctorily with the operations of established companies 

The major failure of the present eneienis of new corpors vtions 1s 
a failure to give adequate recognition to the grow th typical of their 
normal deve ‘lopment. sian corporations are not entitled to the; ae 


alte native under section 135 (e) of present F W because this i lief is 


available only to corporations which commenced business bi 
beginning of their base period (ordinarily January 1, 1946, and in no 


ore the 


case later than April 1, 1946). The growth alternative was limited 
to corporations which commenced business before the beginning of 
the base pe riod because the eligibility tests are based on comparisons 
of 1946 and 1947 with 1948 and 1949 or the first half of 1950, and 11 


was believed that the extension of the erowth formula to new corpora- 
tions would prove unnecessary in view of the special alternative 
provided such taxpayers. 

Your committee believes that equita ible treatment of new co1 pora- 
tions requires adequate recognition of the growth characteristic of 
them. ‘Therefore, section 504 of your committee’s bill removes the 


limitation now found in section 435 (e) (1) which prevents corporations 
which commenced business during the base period from applying the 
eligibility tests to their experience Your committee’s amendment will 


not apply to corpor vtions Which commenced business after the end of 
the base period since the eligibility tests under the growth formula are 
written in terms of base-period experience. However, such corpora 
tions formed in the excess profits tax period will have the benefits of 
the lower over-all tax ceilings provided by another section of your 
committee’s bill for new corporations, 


Corporations formed after 2 years of the base period had elapsed, 
and before the end of the base period, ordins ae will automatically 
become eligible for the growth alternative. This is because the 
eligibility requirements of section 435 (e) (1) (A) (other than the 


total asset limitation) are based upon a comparison of the taxpayer’s 
total pay roll, or gross receipts, in 1946 and 1947 with its total pay 
roll, or gross receipts, in 1948 and 1949. Therefore, corporations 
formed in the latter half of the base period must automatically meet 
the tests of growth in those respects because such corporations had 
no pay rolls and no gross receipts in the first half of the base period. 
For corporations which commenced business prior to the middle of the 
base period (ordinarily January 1, 1948), qualification for the growth 
formula will not be automatic as in the case of the corporations de- 
scribed above, but should prove relatively easy in most cases since 
total payroll or gross receipts for 2 full years of the business in the 
second half of the base pe ‘riod will be compared with pavroll or gross 
receipts for something less than 2 full years of business in the first 
half of the base period. This ease of qualification will diminish as the 
corporation’s starting date approaches the beginning of the base period 
until for a corporation commencing business on the first day of the 
base period it will be on substantially the same footing as those old 
corporations now entitled to the growth alternative, 
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New corporations formed before the end of the base period which 
meet the eligibility requirements of section 435 (e) (1) (B) will also 
be entitled under your committee’s bill to use the special growth 
alternative provided in section 435 (e) (2) (G). However, in order to 
qualify under that provision the corporation will have to have been 
in existence for all of 1949 and at least part of 1948 in order to meet 
the entrance requirement that their excess profits net income for the 
calendar year 1949 must have been not more than 25 percent of their 
excess profits net income for the calendar year 1948. 


2. Special ceiling rate for new corporations 

Although section 504 of your committee’s bill extends the benefits 
of the growth alternative to certain new corporations commencing 
business after January 1, 1946, a number of new corporations will not 
be benefited by this. No new corporation formed after the end of 
the base period (usually December 31, 1949), for example, can be 
eligible for the growth alternative. Moreover, even new corpo- 
rations commencing business during the base period may find the 
vrowth alternative of little benefit to them if their primary expansion 
in earnings came aiter 1950. In addition, your committee believes 
that despite the need for revenue in the present emergency every 
possible effort must be made to assure the creation and development 
of new techniques, new processes, and new corporations. This is 
desirable if the ability of this country to produce is to continue to 
expand, 

As a result it is believed necessary to give assurance to new corpora- 
tions in their initial period of de -velopme nt that the excess profits tax 
will not work undue hardship upon them. Section 501 of your com- 
mittee’s bill does this by providing a series of special ceiling rates 
available only to new corporations. As.indicated on page — of this 
report your committee’s bill provides a new type of ceiling rate of 17 
percent with respect to excess profits tax lability. For ordinary 
corporations, this rate is to apply with respect to years beginning 
after March 31, 1951. On a similar basis, but retroactive to 1950, 
the first year the excess profits tax was in effect, your committee’s 
bill provides the following series of ceiling rates applic ‘able to excess 
profits net income which are to be available to certain new corpora- 
tions organized after the beginning of their base period, with respect 
to the first $400,000 of their excess profits tax net income: 


Percent 
In the first year of a new corporation’s business - -.--------- 5 
In the second year of a new corporation’s business- - - 5 
In the third vear of a new corporation’s business 8 
In the fourth year of a new corporation’s business 11 
In the fifth vear of a new corporation’s business - - - - - - - Ay 14 


For that part of the excess profits net income in excess of $400,000, 
new corporations less than 6 years old are to be subject to a ceiling 
rate of 15 percent with respect to 1950, 16% percent with respect to 
the calendar year 1951, and 17 percent with re spect to taxable years 
beginning after March 31, 1951. Other corporations are also subject 
to the 16% percent rate in the calendar year 1951 and the 17 percent 
rate with respect to taxable years beginning after March 31, 1951, 
but in their cases these rates are applied to their entire excess profits 
tax net income. In 1950 these other corporations in effect are subject 
to a ceiling rate on their entire excess profits tax net income which 
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is at least as high as the 15 percent rate applicable to new corpora- 
tions with respect to their excess profits tax pet income in excess of 
$400,000. 

In all cases the ceiling rates for small corporations will apply only 
to liability under the excess profits tax. 

Your committee decided to provide a series of ceiling rates grad- 
uated according to the number of years a new corporation has been 
in busmess rather than providing a lower ceiling rate for one or two 
specific years for new corporations because it believes that the need of 
new businesses for this type of special relief varies in accordance with 
the number of years they have been in business. Also, a provision 
applying lower ceiling rates to specific years would create a notch 
problem leading to discrimination between companies formed before 
and companies formed after the “cut-off” dates. 

These special ceiling rates, together with the effective income tax 
rates, will have the effect of providing for 1952 the following maximum 
effective rates of income and excess profits taxes for the excess profits 
net income levels shown: 








Normal 
tax and Maximum effective rate of income and 
surtax excess profits taxes 
effective 
. e lias, calla lh flea . | rates , : ce = 
Excess profits net income | Senate ence a 
Finance Sisat ands | Sixth and 
Commit- |... cid wen Third year | Fourth year| Fifth year | subsequent 
tee action |"; percent 8 percent 11 percent | 14 percent years 17 
percent , percent 
$60,000 41.58 46. 58 49. 58 52. 58 55. 58 58. 58 
$75,000 43. 67 18. 67 1. 67 54. 67 57. 67 60. 67 
$100,000 45.75 50. 75 3.75 56. 75 59. 75 62. 75 
$200,000 48. 8S 53. 88 56. 88 59. 88 62.88 65. 88 
$300,000 49. 92 54. 92 57. 92 60. 92 63. 92 66. 92 


‘These special ceiling rates available to new corporations in their 
period of development are not to be available to new corporations 
created as the result of either a tax-free reorganization or a taxable 
transaction of the type where, under your committee’s action, the 
purchasing corporation would be entitled to base its income credit on 
the earnings experience of the predecessor. Your committee believes 
that such corporations do not truly represent ‘“‘new business.” How- 
‘ver, Where the predecessor corporation in a reorganization or taxable 
transaction was itself eligible for the special ceiling rates, the new 
corporation will determine its eligibility on the basis of when its 
predecessor commenced business. Also these ceiling rates are not to 
be available to new corporations principally engaged in Government 
business. Such a corporation is defined as one which derives more 
than 50 percent of its gross income for the taxable year from a contract 
or contracts to which the provisions of the Renegotiation Act of 1951 
or anv prior renegotiation law are applicable. These new businesses 
are deriving their principal income from Government contre cts pro- 
viding predictable and secure markets for their products, leaving little 
need for special relief. The special ceiliag rates are denied new cor- 
porations whose assets were transferred from old corporations under 
the same control in order to prevent assets being transferred to obtain 
the benefit of the special ceiling rates. They are also denied new 
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orporations which are controlled by persons owning an old corpora- 
tion engaged in the same business through old corporations. 

The special ceiling rates are available only with respect to the first 
$400,000 of a new corporation’s excess profits net income because it is 
believed that — is not needed for new corporations which have 
rapidly become large corporations. Hlowever, making these ceiling 
rates oll able with respect to the first $400,000 of excess profits net 
income, even in the case of the larger corporations, prevents the 
development of a notch area and discriminatory treatment with 
respect to new corporations with incomes just over and just under 
S400,000., 


> 


vo. Special reli ief provisiol i for com pani es engaged in tele PiSiON broad- 
casting during the base period 

The bulk of the television broadcasting stations have been de- 
veloped and are owned by corporations previously engaged in radio 
broadcasting. The development of television broadcasting has 
‘esulted in large losses for a great portion of the combined radio- 
vision broadcasting industry continuing through at least part of 
1950. The result of this has been to doubly penalize the industry, 
because 1947-49 television broadcasting losses have decreased the 
average earnings of the industry during the base period, while the 
profits shown for television broadcasting commencing in 1951 have 
further increased the proportion of the industry 's profits which are 
subject LO excess profits lax 

Your committee believes that the problem presented by the radio- 
television broadcasting business represents a unique situation which 
deserves special relief. It is an example on an industry-wide basis of 
new business superimposed on existing business. As a result, the gen- 
eral relief formulas, where available, provide little relief for these cases, 
since the earnings of the entire industry were depressed during most 
of the base period when television losses were incurred, but expanded 
substantially after the end of the base period after the new portion of 
the industry had begun to reach maturity. 

As a result, section 519 of your committee’s bill grants corporations 
which derived, during the base period, part of their gross income from 
television broadcasting and part from radio broadcasting an alterna- 
tive method of computing their average earnings base period net 
income for excess profits tax purposes. They are given two new 
alternative methods of computing a rate of return for the base period 
and are permitted to apply to their total assets at the end of their 
base period whichever rate of return results in the lower tax. The 
first alternative rate of return is to be computed by eliminating from 
the corporation’s own income in the period 1946 to 1949 its television 
losses and by eliminating from its assets in the same period those used 
in the television business. The rate of return is then to be computed 
on the radio business by the division of the income (excluding tele- 
vision income and losses) by the assets used otherwise than in television 
business. ‘The second optional method permitted such businesses in 
the computation of their rate of return is the use of the industry’s 
rate of return for the period 1946 to 1949. 

The above method of determining base period earnings, where the 
company’s own experience is used, represents, in effect, what the com- 
pany would have earned had it remained in the radio broadcasting 
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business alone during the base period but had had the use of the assets 
held as of 1949 during the entire base period. Due to the lack of data 
on tax returns for the base period vears as to television losses and 
assets devoted to television business, it is not possible to offer a similar 
alternative for those using the industry rate of return. Thus, in this 
case, it was only possible to permit the use of the unadjusted rate of 
return for the entire radio-television broadcasting mdustry. 

In some cases corporations which are in the radio and television 
broadcasting business also derive part of their income from some other 


business, such as newspaper publishing. In order to permit such busi- 


hesses to use the relief provision described ania section 519 of youn 
committee’s bill also provides that such other business may be treated 
in effeet, as if it were a separate corporation with respect to the com- 
putation of average base period net income. The radio and television 
business in such cases would then be eligible = the relief provision 
described above. To the average base period 1 et income of the other 
business or businesses would be added an coal d average base pel iod 
net income for the radio-television broadeasting portion of the cor- 
poration’s operations, derived, in the way deseribed in the preceding 
paragraph, by using either the individual corporation’s rate or the 
industry rate as a return on the radio-television assets at the end of 
the base period. 

1. Taxable exchanges 

Part Il of the Excess Profits Tax Act of 1950 provides rules undet 
which an acquiring corporation may utilize the earnings experienc 
of a predecessor corporation in computing its own average earning 
Sie However, under the asies Profits Tax Act of 1950, the acquiring 
corporation may use this earnings experience only where the assets 
of the predecessor corporation were acquired in certain tax-free 
exchanges. In general, these tax-free exchanges occur where the 
assets of a predecessor corporation are acquired by the acquiring 
corporation in exchange for its stock. Under the present law the 
earpings experience of a pred cessor corporation may not be ust d by 
an acquiring corporation where the assets were acquired by purchase 
for cash or in some other ype of taxable exe hange. This was also 
true under the World War II excess profits tax, but under that tax, 
the section 722 relief provisions, under certain conditions, provided 
for the reconstruction of an earnings record and the earnings experi- 
ence of a corporation whose assets were purchased by a taxpavel 
provided, in some cases, a rough measure upon which to base such a 
reconstruction. 

Your committee believes that, in the case of taxable exchanges, 
subject to certain limitations, where purchasing corporations have 
obtained substantially all of the assets of a predecessor corporation 
and such predecessor is liquidated, the earnings experience base of the 
predecessor corporation should be available to the purchasing cor- 
poration. Therefore, section 520 of your committee’s bill provides 
that in the case of taxable exchanges occurring prior to December 1, 
1950, where the predecessor corporation has been liquidated and a 
purchasing corporation has obtained substantially all of the predeces- 
sor corporation’s assets, the purchasing corporation may use the pred- 
ecessor corpor ation’s base pe riod experience in computing its aver age 
base period net income under the general average method. How- 
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ever, it is to be permitted the use of this base only to the extent that 
new funds were used for the purchase of these assets. ‘These provi- 
sions are also to apply where the predecessor was a partnership, in 
which case the base period income of the predecessor is to be computed 
as if it were a corporation. A similar option is to be available for 
each of two or more corporations, if each new corporation purchased 
all the assets of a separate business of the predecessor, and the new 
corporations together purchased all the assets of the predecessor. 
Where the purchasing corporation purchased a business which com- 
prises only a part of the assets of a predecessor which was liquidated, 
the portion of the base period experience of the predecessor which is 
to he made available to the purchasing corporation is to be determined 
under regulations providing an allocation based on the value or earn- 
ing experience of the assets purchased by the purchasing corporation. 

Your committee’s bill further provides that in the case of taxable 
exchanges a purchasing corporation is not to be denied the use of the 
earnings base of a predecessor merely on the grounds that a franchise 
or license, which was an important source of earnings of the predeces- 
sor, cannot be transferred from the predecessor to the acquiring 
corporation, but must be obtained by the latter from the same source. 
An example of this would be an automobile dealer agency. In such 
cases the franchise to act as the representative of an automobile 
manufacturer generally must be acquired directly from the 
manufacturer. 

Your committee’s amendment is limited to taxable exchanges 
occurring before December 1, 1950, because of the possibility of abuse 
through purchase of corporate assets to obtain an increased excess 
profits credit if the provision were made applicable to the period after 
the excess profits tax provisions were known. Also it is believed that 
the greatest need for relief in the area is in the case of purchases which 
were made before the excess profits tax, when taxpayers had no way of 
knowing the future. excess profits tax consequences which could 
result from a decision to enter into a taxable rather than a nontaxable 
exchange. 


db. Base pe riod abnormalitie Ss 


Under present law, if an abnormality exists in the taxpayer's lowest 
year of earnings during the base period, that year is automatically 
slieniabed from the average base period net income computation. 
However, if an abnormality occurred in one of the remaining periods 
of 12 months or less in the base period, section 442 of the « ode | provides 
that the taxpayer may, if it was in business at the beginning of its base 
period, substitute for its actual excess profits net income for the period 
of the abnormality an amount determined by multiplying its total 
assets for the last day of the year of the abnormality by the rate of 
return of its industry for that period. 

The alternative average base period net income provided by 
section 442 is available, if the taxpayer can establish for any taxable 
year within its base period either that its normal production, output, 
or operation was interrupted or diminished because of the occur- 
rence, either immediately prior to, or during the taxable year, of 
events “unusual and peculiar’ in the experience of the taxpayer or 
that the business of the taxpayer was depressed because of temporary 
economic circumstances unusual in its case. These tests frequently 
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may involve extremely difficult evidentiary problems, particularly 
with respect to a determination of the extent that any single event 
has affected the taxpayer’s normal production, output or operation. 

The philosophy upon which the existing relief provisions, including 

section 442, were developed was that automatic formulas, both as to 
eligibility requirements and as to the extent of the relief granted, are 
preferable to the approach of the World War II law with its require- 
ment of subjective analysis and decision. Your committee believes 
it is desirable to maintain this approach of present law. Therefore, 
your committee has adopted an additional alternative eligibility 
requirement under section 442 which would eliminate, in many 
cases, the difficulties of proof previously referred to. Section 509 
of the bill provides that where the earnings of the taxpayer’s third- 
best base period year were less than 35 percent of the average of the 
earnings of his two best base period years, the taxpayer will auto- 
matic ally be entitled to use its industry rate of return for the third 
best year. This new provision is limited, however, so that the sub- 
stituted earnings may not in any case exceed the average of the tax- 
payer’s two best years. 

The requirement of present law that the substitute excess profits net 
income provided by section 442 may be utilized for a single abnormal 
year only if it exceeds 110 percent of the taxpayer’s excess profits net 
income for that year computed without the substitution will not apply 
to taxpayers who are eligible under your committee’s amendment. 
Such a limitation is not necessary in view of the fact that the amend- 
ment requires no showing of an abnormality. 


Change in products committed to prior to close of base period 

Section 443 of present law provides that where a corporation made 
a substantial change in the products or services it furnished during 
the last 3 years of its base period, and, within 3 years after the change, 
the new product accounted for more than 40 percent of gross income 
or 33 percent of net income and net income increased 25 percent, then 
the corporation is entitled to determine its average base period net 
income by multiplying its industry rate of return by its total assets. 

As the above description indicates, present law confines this type 
of relief to corporations which actually introduced a new product 
before the end of the base period. The present law limited this relief 
to products introduced in the base period primarily to avoid the possi- 
bility of giving the advantage of an automatic formula to corporations 
developing new products during the present emergency. However, 
it is clear that the danger which was sought to be avoided does not 
exist when the change in product was definite ly committed to prior 
to the end of the base period and construction of the facilities to 
produce the new product had actually commenced before the begin- 
ning of the present emergency. In such cases, negotiations may have 
started early in the base period with respect to the development of a 
new product, and with respect to the construction of the necessary 
additional facilities. In cases similar to this your committee sees no 
valid reason why the relief intended by section 443 should be denied 
if carefully restricted so as not to give the benefits to new products 
developed during the emergency period. 

As a result, section 511 of your committee’s bill provides that where 
a substantial change in the products produced by a taxpayer has been 
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made after the end of the base period, such a change shall be deemed 
to have been made Lh the base period, for the purpose of qualifying 
for the alternative average base period net income available under 
section 443 of the code, if the taxpayer, prior to July 1, 1950, com- 
menced the construction of the facilities necessary to the production 
of the new produ ‘t, and if such construction and ihe production of the 
new product were in furthe re nee of a course of action to which the 


taxpayer (or corporation with which the taxpaver had the privilege 


of filing a consolidated return for its first excess profits tax year) was 
committed prior to the end of the base period, This commitment 
must have been evidenced, under your committee’s amendment, by 
a contract with another person and that contract must have granted 
a license, franchise, or similar rights essential for the production ol 
the new product. 


‘ 


?. Lessor railroad corporations 

Section 448 of the code provides an alternative excess profits tax 
credit for certain regulated public utilities. In the case of railroads 
this alternative credit is equal to a return of 6 percent upon net assets 
after allowance is made for normal tax and surtax. To establish eligi- 
bility for this alternative credit a railroad corporation must be engaged 
“as a common carrier in the furnishing or sale of transportation by 
railroad” and must be subject to the jurisdiction of the Interstate 
Commerce Commission. Furthermore, such a railroad can qualify 
only if 80 percent or more of its gross income (computed without 
regard to dividends and capital gains and losses) is derived from the 
furnishing or sale of railroad transportation. 

Although section 141 of the code permits the filing of consolidated 
returns by affiliated corporations which are regulated public utilities 

thin the meaning of section 448, doubt has been raised as to whether 
a s ssor railroad corporation which leases substantially all of its prop- 
erty to an operating lessee railroad corporation (which itself utilizes 
the public utility credit) may be joined with such lessee in the filing 
of a consolidated return, This problem has arisen because, although 
the lessor company is subject to the jurisdiction of the Interstate 
Commerce Commission, and although its properties are operated by 
the lessee as integral parts of its system in the furnishing or sale of 
transportation by railroad, and although its revenues, in the form of 
rental, are derived from such operation, the lessor does not itself 
operate the property and does not itself directly derive its revenues 
from the furnishing or sale of transportation. 

The use of a consolidated return is desirable in the case of the 
affiliated corporations described above. Subsequent to the assump- 
tion of management and control of the lessor properties by the lessee, 
the facilities of the two corporations become, in practice, integrated 
parts of a unified transportation system. 

As a result, section 514 of your committee’s bill insures that certain 
lessor railroad corporations will be permitted to qualify for the 
regulated public utility credit where they file consolidated returns with 
their lessee railroad corporations. 

8. rempt excess output of sulfur, potash, metallurgical grade limestone 
and chemical grade limestone 


Section 453 of the present law provides a partial exemption for coal 
and iron mines, timber properties, and natural gas and metal mining 
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properties not in operation during the base period. One-third of the 
net income in the current taxable year of these properties is exe mpt 


from excess profits tax. These provisions are Basin to those in 
effect during World War I] and were adopted 1 1 order to provide n 
greater incentive for the opening up of new prope rt 

Coal and iron mines, timber properties and nat as properties 


hich were in existence during the base period are a extended 
special relief under this provision by exempting from excess profits 
tax one-half the income from excess output during the taxable year. 
The excess output is the production in excess of average annual pro- 
duction from the property (whether or not then owned by the tax- 
paver) during the period 1946—June 30, 1950. 

Nonmetallic minerals are not provided the special treatment de- 
scribed above, either in the case of new or old properties. Your 
committee recognizes that critical shortages have developed in certain 
limited areas which would justify the further extension of these pro- 
visions. This is particularly true with respect to sulfur and potash 
deposits and with respect to metallurgical grade limestone and chemi- 
cal grade limestone deposits. Sulfur and potash are vital to many 
defense industries and are in short supply, while metallurgical and 
chemical crade limestones are a necessity for the steel and chemical 
industries, which are crucial to defense. It is believed that every 
incentive should be given for the opening up of new deposits and for 
the energetic development of existing properties. Therefore, section 
515 of your committee’s bill extends the special treatment available 
under sections 453 (b) (2) and (4) to sulfur, potash, and metallurgical 
or chemical grade limestone deposits. 


> . ° ° ° “77 ; ; ° , 
9, Reductions i7i inadmissible ASSETS subseque nt lo thre be Sse neriod 


Under the 1950 Excess Profits Tax Act, changes in inadmissible 
assets subsequent Lo the bast period do not constitute ¢ capital i ddi- 
tion or reduction (although reductions in inadmissibles are subtracted 


from capital reductions and increases in inadmiss! rhe sare subtracted 
from capit tal additions) 

This provision of the present act adversely affects an Vv taxpayer 
computing its excess profits credit under the income method a not 
having a capital reduction after December 31, 1949) if it had s aa 
tial investments in inadmissible assets in 1949 which it deposed 4 in 


1950 or 1951 in order to obtain funds to finance expanding manufac- 
turing operations, facilities and inventories. Such a taxpayers In- 
creased earnings resulting from the additional facilities employed in 
manufacturing operations may, under present law, be treated entirely 
as excess profits. This is because the taxpayer receives no additional 
eXCess profits credit for the funds transferred from inadmissible assets 


; 


the income from which was exe aap from excess profits tax, to manu- 
facturing facilities and inventories, the income from which is subject 
to excess profits tax. If the tatpayer obtained the additional capital 
for manufacturing operations by sale of its own securities or by bor- 
rowings, it would obtain an increase in excess profits credit. For such 
fl taxpayer not to receive an additional excess profits credit on addi- 
tional working capital obtained from disposal of inadmissible assets 


appears inequitable 
To correct this situation, section 507 of yvour committee's bill pro- 
vides that in computing the average earnings credit, reductions in in- 
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admissibles subsequent to the base period are to be allowed a credit 
as capital additions provided that the additional capital is invested in 
operating assets. Operating assets are defined as tangible inventory 
items and tangible property used in the taxpayer’s trade or business. 
10. Inadmissible assets of banks 

Under present law, both the taxpayer using the average earnings 
credit and the taxpayer using the invested capital credit are allowed 
to increase their credit by specified percentages of the net additions 
to their capital after 1949. However, except in the case of taxpayers 
with less than $5 million of capital who use the invested capital credit 
based on assets, and, except in the case of taxpayers who use the credit 
based on the historical invested capital, an increase in investment in 
inadmissible assets will offset dollar for dollar what would otherwise 
be a capital addition, even though the increase in total assets available 
for investment is greater than the increase in capital. For example, 
if a corporation increases its capital by $1 million on the first day of 
an excess profits tax year and then on the same day invests $500,000 
of the new capital in inadmissible assets, it is only allowed under the 
present law to increase its credit for that year with respect to $500,000, 
because the $500,000 increase in inadmissibles is subtracted from the 
capital addition of $1 million in arriving at the net addition to capital 
which may be taken into account. 

The treatment described above works a considerable hardship upon 
banks, since they invest additional funds deposited with them as well 
as their additional capital, so that, for example, investment of 10 
percent of their additional assets in inadmissible municipal bonds may 
completely offset their capital additions. An increase in the capital 
of a bank makes possible an increase in deposits of several times that 
amount, total assets being increased by the sum of the new capital 
and increased deposits. Yet, even though its taxable income is thus 
increased, under present law the bank may have no additional credit 
based upon the new capital. 

Section 506 of your committee’s bill provides that while a_bank’s 
increase in inadmissibles in an excess profits tax year will still serve 
to reduce its increase in capital in the same year, the capital additions 
will be reduced by an amount based on the ratio of additional inad- 
missible assets to the additional total assets acquired since the begin- 
ning of its first excess profits tax year. A similar proportion is to be 
used where there is a decrease in inadmissible assets. 

This section of the bill also provides an adjustment of the inad- 
missible asset factor in the computation of base period capital additions 
for banks which is based on the same ratio principle. 


Dealers in municipal bonds 


a computing the invested capital credit and in computing capital 
additions, certain adjustments are made to exclude from the invested 
capital certain assets known as “inadmissible assets.’’ These include 
stock in other corporations, State and local government obligations 
and partially tax-exempt Federal obligations. The reason for this 
exclusion from invested capital of such assets is that the income from 
them is not subject to the excess profits tax. 

However, dealers in municipal bonds are subject to excess profits 
tax on their profits from the sale of these bonds. This is because 
municipal bonds are their stock in trade or inventory and the gain on 
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the sale of the bonds is treated, therefore, as ordinary income rather 
than as a capital gain. It is reported that municipal bonds frequently 
constitute 80 to 90 percent of the total assets of these dealers. 

The above treatment is manifestly inequitable. Because municipal 
bonds are required to be excluded from the taxpaver’s invested capital, 
he is in practice denied an invested capital credit with which to offset 
his normal earnings from the sale of such bonds. This inequity did 
not arise under the World War II excess profits tax because, under 
that law, taxpavers were permitted, at their option, to treat tax- 
exempt or partially tax-exempt bonds as admissible assets if they 
elected to include the interest received from such bonds in excess 
profits tax net income. Your committee believes that, while a similar 
option should not be extended to all taxpayers under the present law, 
because the invested capital credit rates, ranging from 8 to 12 percent, 
are completely disproportionate to the low-interest rates on tax- 
exempt bonds, such treatment should be extended to municipad bond 
dealers since most of their income with respect to these bonds arises 
from profit on their sale and such income is subject to excess profits 
tax. 

As a result, section 508 of your committee’s bill provides, in effect, 
that where tax-exempt bonds are held by a dealer primarily for sale to 
customers in the ordinary course of his trade or business, the dealer 
may elect to treat such bonds as admissible assets, provided that he 
alse elects to include in his excess profits tax net income the interest 
on such bonds. 

12. Regulated public utility credit for intrastate pipelines 

The alternative excess profits tax credit for certain regulated public 
utilities provided by section 448 of the code extends, under present 
law, to corporations engaged as common carriers in the furnishing or 
sale of gas, oil or other petroleum products (including shale oil) by 
pipeline, i if subject to the jurisdiction of the Interstate Commerce 
Commission. The alternative credit in these cases is, in effect, equal 
to a return of 6 percent upon total equity and borrowed capital after 
normal tax and surtax. 

It has been brought to the attention of vour committee, that, since 
the jurisdiction of the Interstate Commerce Commission extends only 
to interstate pipelines, the special credit provided by section 448 is 
denied those pipelines whose operations are entirely intrastate in 
character. This distinction appears inequitable with respect to these 
latter corporations if their operations are subject to regulation by 
State regulatory bodies. The necessity for guaranteeing these utilities 
a minimum return after normal tax and surtax before application of 
the excess profits tax would appear to be as clear in this area as with 
respect to interstate pipelines. 

Section 513 of your committee’s bill amends section 448 of the code to 
provide that pipeline common carriers subject to the jurisdiction of the 
public service commissions of any State shall be eligible for the 
regulated public utility credit. The same 6 percent credit is made 
applicable as in the case of interstate pipelines. 

Management and technical service fees 

Section 433 (a) (1) (A) of the present law provides the same 100- 
percent credit against excess profits net income for dividends received 
from foreign corporations as is allowed in the case of dividends from 
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domestic corporations. Section 502 of your committee’s bill extends a 
similar exclusion to management and technical service fees paid to 
domestic corporations by certain affiliated foreign corporations in 
return for information and other services furnished in connection with 
products of the tvpe manufactured by the domestic corporation. Your 
committee believes that the rendering of technical assistance to foreign 
businesses by American corporations should not be discouraged by 
subjecting fees received for such services to the excess profits tax. In 
veneral, such management and technical service fees do not reflect 
profits from the domestic rearmament program and are usually small 
inamount. The exemption is limited so as not to exclude from excess 
profits tax the ec ge of a corporation whose principal business is 
furnishing technical, ete., services. 

The bill makes a alan amendment in that it excludes these 
earnings of domestic corporations from their base period earnings, 
thus equating the treatment of both base period and excess profits 
tax period earnings. Likewise any expenses attributable to the pro- 
duction of this type of income are disallowed as deductions under your 
committee’s amendment. 


14. Technical amendment relati ng to new corporations 


A new corporation computing its income credit under section 445 
for any of its first 3 years which are excess profits tax years is, under 
the present law, entitled to apply the industry rate of return only to 
its toti al assets at the beginning of the excess profits tax period plus 
its net capits al addition less its net ¢ apite al reduction after the end of 
the base period. Thus, the industry rate can be applied only to 
increases in its equity capital and 75 percent of increases in its bor- 
rowed capital, to the extent that its assets are acquired after the 
beginning of its first excess profits tax year. This treatment is less 
favorable than that provided for other new corporations or that pro- 
vided for corporations using other relief sections involving the industry 
rate of return because it provides for the inclusion of only 75 percent 
of borrowed capital. 

Your committee’s bill corrects this technical deficieney of present 
law. Section 512 of the bill provides that a new corporation comput- 
ing its income credit under section 445 for any of its first 3 years 
which are excess profits tax years is to be entitled to its industry rate 
of return applied to equity capital plus 100 percent of borrowed capital, 
less interest on borrowed capital. 

15. Technical amendment of growth alternative 

Section 435 (e) (2) (G) of the code provides a special alternative 
average base period net income for corporations whose excess profits 
net income for 1949 is not more than 25 percent of its excess profits net 
income for 1948. In effect, such a taxpayer is granted an alternative 
average base period net income equal to the sum of one-half its excess 
profits net income for 1948 and 40 percent of its excess profits net 
income for 1950. 

In order to qualify for the above alternative, present law requires 
that the taxpayer qualify for the growth credit ‘‘only”’ under the pro- 
visions of section 435 (e) (1) (B). The latter seetion permits the use 
(without limitation as to the amount of assets) of the general growth 
alternative if the ts ixpaver meets certs in tests of ine ee i sales 
of new products in the base period. However, section 435 (e) (1) (A) 


/ 


be ln 
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has an alternative eligibility requirement for taxpayers whose total 
assets at the beginning of the | base pe ‘riod did not exceed $20 million. 
This alternative eligibility requirement is based upon certain tests of 
increased payroll and gross receipts. 

Your committee is unaware of any valid reason why the alternative 
average base period net income provided by section 435 (e 'P) (G) 
should be denied to taxpayers quality ing for the growth alternative 
both under section 435 (e) (1) (B) and 435 (e) (1) (A). 

To correct this anomaly of present law, section 505 of vour com- 
mittee’s bill extends the benefits of section 435 (e Zz G7) to tax- 
pavers qualifying under section 435 (e) (1) (B) whether or not they 
qualify under section 435 (e) (1) (A 
16. Base pe riod of fiscal-yea corporations 

The present law provides certain variations in the base period with 
respect to corporations on a fiscal-vear basis. ‘Taxpayers with fiscal 
vears ending after December 31, but before April 1, use as their base 
pe riod 48 months ending with their last taxable year ¢ dling prior to 
April 1 L950. For exan ple, ai taxpayer with a March 31 fiscal yea 
has as its base period the 48 months from April 1, 1946, through 
Mareh 31, 1950. A somewhat different procedure is followed in the 
case of taxpayers whose fiscal years end after March 31 and before 
December 31. Such taxpayers are required to use the 48-month 
period beginning on January 1, 1946, and ending on December 31 
1949. Thus, a taxpayer with fiscal years a on June 30, for 
example, must compute its income for the first 6 months of 1946 by 
taking half its actual income for the vear ended Sone 30, 1946. Such 
a taxpayer would have its average base period earnings affected by 


the last two quarters of 1945 a the first quarter of 1946. [nasmuch 
as those quarters were typ! fied by low earnings generally, the inclu- 
sion of that period usually resu rf in a reduction of the taxpayer’s 
average earnings. 

In order to correct this hardship, section 503 of your committee’s bill 
provides that the base period of any taxpayer with a fiscal year ending 
after March 31, 1950, may, at its option, for purposes of the general 
average method of computing the excess profits credit, be the 48 


months ending with March 31, 1950. 
17. Consolidated returns 

Section 612 of your committee’s bill amends the consolidated return 
provisions of the code to permit a epee exempt from excess 
profits tax under section 454 (f) of the code, which has filed a con- 
sent to be included in a consolidated return for a taxable year ending 
after June 30, 1950, the right to amend its election within 90 days 
after the effective date of this act. 

Under the Excess Profits Tax Act of 1950, an affiliated group of 
corporations entitled to file a consolidated return may include cor- 
porations receiving at least 95 percent of their income from foreign 
sources if these peepee file consents in a taxab le year ending 


after June 30, 1950. Corporations of this t type would be exempt from 
excess profits tax under section 454 (f) of the code unless they file 
such consents, and these consents are irrevocable Man) of these 


consents were filed under circumstances where there was in: ale quate 
time for the taxpayers lo adequately assess the effects of such acti 
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It is deemed proper to allow them a limited period of time to recon- 
sider their action. 


18. Capital reduction for loans made by parent corporations to sub- 
sudiaries 

Section 510 of your committee’s bill provides that where a subsidiary 
corporation computes its average earnings credit on the basis of the 
industry rate of return applied to its total assets and where such sub- 
sidiary has borrowed funds from its parent corporation on open 
account, the amount so borrowed shall be eliminated from its total 
assets. 

This is necessary to close a loophole in the existing excess profits 
law. Under present provisions, a parent corporation does not incur 
a capital reduction by reason of amounts loaned on open account to 
subsidiaries. The subsidiary, however, would obtain an increase in 
the amount of its total assets to which the industry rate of return is 
applied under several of the relief sections. By excluding from the 
total assets of the subsidiary the amount represented by such loans 
from a parent corporation or from a member of a controlled group, 
the amendment made by your committee preve ite duplication in 
computing the credits of the respective corporations. 

This amendment is effective with respect to taxable years ending 
after the date of enactment of this bill. 


19. Transitions from World War IT production and increases in peace- 
time capacity 

The attention of your committee has been called to cases where 

corporations have been fully engaged in war business during World 


War II and as a result have had difficulties during 1946 and 1947 in 
converting to peacetime production. As a result, their earnings in 
these years have been relatively low. Nevertheless, they have in- 
vested large amounts in plant and facilities in anticipation of securing 
a broad-gauge peacetime market. However, to a substantial degree 
many such corporations were not successful in tooling up for extensive 
production until 1949 or 1950. Thus, although they are not engaged 
in war production, such corporations find themselves subject to heavy 
excess profits taxes although the war economy has had little effect on 
their business. ‘To the extent that such corporations had low earn- 
ings in 1949, they would receive little benefit from the growth provi- 
sion generally available, even where they are eligible for it. 

Your committee believes that corporations of this type whose 
profits are attrtbutable to peacetime production should be able to 
use their earnings experience late in the base period and early in 1950 
as the basis for the computation of their average earnings base for 
excess-profits-tax purposes. Therefore, section 516 of your committee’s 
bill extends to corporations meeting certain requirements the benefits 
of the special growth formula described in section 435 (e) (2) (G) of 
the code. In general, this permits corporations to auienae an alter- 
native average base period net income on the basis of the sum of one- 
half of their income in 1948 and 40 percent of their income in 1950. 

The requirements provided by your committee for the benefits 
of this provision are: 

The adjusted basis of the corporation’s real property and 
tangible depreciable property must not be in excess of $10 million 
on the first day of its base period. 
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2. Seventy percent of the corporation’s income for the years 
1942 through 1945 must be attributable to contracts with the 
United States or related subcontracts, but less than 20 percent 
of the corporation’s income during the base period and in the 
calendar year 1950 must be attributable to contracts with the 

—_ States or related subcontracts. 

. The unadjusted basis of the corporation’s real property and 
de one ‘iable tangible property at the end of its base period must 
be 250 percent or more of the basis of such facilities on the first 
dav of its base period. 

4. Both the corporation’s profits in 1945 and the average of 
its profits in 1948 and 1949 must be at least 300 percent of the 
average of its profits for 1946 and 1947. 

20. Special relief provision for corporations suffering catastrophes 

Section 442 of the code provides that, in the case of corporations 
having abnormalities in one of their three highest base-period years, 
their industry rate of return for the year of the abnormality, multi- 
plied by their total assets in such year, may be substituted for the 
earnings in their year of abnormality. In the case of abnormalities 
in two or all of their stare highest years, it provides that the average 
industry rate of return for the base period, multiplied by their aver- 
age total assets for the base period, may be substituted for their base- 
period earnings. Although your committee believes that this is satis- 
factory in the case of most abnormalities, it appears that where a fire 
or explosion or other similar catastrophe bai destroyed an important 
part of the corporation’s productive facilities, the credit computed 
under section 442 may be inadequate. The corporation may have 
base-period experience prior to the catastrophe which indicates that 
in the absence of the loss it would have had earnings substantially 
above the earnings constructed by applying its industry’s rate of 
return to its total assets. 

Therefore, section 517 of your committee’s bill provides that manu- 
facturing corporations suffering from a catastrophe in the last 36 
months of the base period may substitute their average excess profits 
net income in their base period, prior to the year in which the catas- 
trophe occurred, for their earnings during the year in which the 
catastrophe occurred. 

A catastrophe is defined as a fire, storm, explosion, or other casualty 
which rendered inoperative all of the facilities of a plant or plants 
accounting for at least 15 percent of a corporation’s total facilities, 
for a period of at least 12 months during the last 3 years of the base 
period, 

21. Consolidation of newspapers 

Where two newspapers have consolidated a majority of their opera- 
tional facilities, a failure to recognize the increased earnings attribu- 
table to that consolidation as normal earnings can result in considerable 
hardship to the taxpayers involved. This is because credits based 
on the earnings experience of two independent newspapers in the base 
period may not fairly represent what the earnings would in fact have 
been had they consolidated their operations early in or prior to the base 
period. The fact of consolidation may increase the rate of profit 
through a smaller overhead force and through the joint use of plant 
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and equipment. Profits attributable to such increased efficiency 
should not be assumed to be excess profits, 

In order to correct this situation, section 518 of your committee’s 
bill extends the alternative average base period net income provided 
for growth companies under section 435 (e) (2) to any taxpayer which 
was engaged primarily in the newspaper publishing business prior 
to the end of the base period and which, after the middle of its base 
period and | prior to June 30, 1950, consolidated substantially all 
its mechanical, circulation, advertising, and accounting speentiona 
In connection with its newspaper publishing business with the similar 
operations of another corporation engaged in the newspaper publishing 
business in the same locality. 

In order to be eligible for this alternative, the taxpayer must 
establish to the satisfaction of the Secretary that the consolidation 

ited in substantial reductions in the expenses which would have 
been incurred had the consolidation not taken ——e Furthermore, 
the deductions of the taxpaver for the taxable year following that of 
the consolidation must not have been in excess of 80 percent of the 


average ol those deducti ons for the 2 years preceding t the consolida- 


tion, and the taxpayer’ Ss income in the vear following the consolidation 
must have been at least 125 percent of its average base period income. 
These eligibility requirements are designed to furnish automatic 
indications that an increase in income and a reduction in expenses 
have in fact occurred since the consolidation. 


VIIL. STRUCTURAL CHANGES IN ESTATE AND GIFT 
TAXES 


-ROVISION IN THE House Brut Atso IN Your CoMMITTEE’S 


ted States bor ds held by 1OTTES ide nt alie ns 
Section 605 . of this bill and section 503 of the House bill contain 


identical provisions dealing with the status under the estate and gift 
taxes of obligations of the United States Government owned by 
nonresident aliens not engaged in trade or business in the United 
States. Prior to March 141, the transfers of such obligations were 


exempt by regulation even though the transfer of similar securities 


Issued DY Gomestic corporations was taxable when the evidence of the 
tion was in the United States. This exemption was based on the 


theory that an exemption from “all taxation” of such bonds when held 
by foreign investors included exemption under the estate and gift 
“ 

1 March 1, 1941, a new regulation was issued which made the taxa- 
bilit v of tr i rs of such securities under the estate and cvilt taxes 
depend on the same considerations which would apply in the case of 
bonds ol domestic corporations. The new ruling was based on the 
theory that the exemption of such Government securities from ‘all 
taxation’ meant cones from direct taxes only and did not include 
exemption axes. The new regulation applied only 
to securitie ued af > hack lL, 1941. 

This revised regulation was held to be invalid in Jandorf’s Estate v. 
Commissioner (171 F. (2d) 464), a decision of the ¢ ‘ourt ‘of Appeals, 
Second Circuit, dated December 21, 1948, and in The Pennsylvania 
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Company v. United States, a decision of the Court of Appeals, Third 
Circuit, in November 1950. 

Both your committee’s bill and the House bill give statutory sanc- 
tion to the policy of the March 1, 1941, regulation. The result will 
be that for estate and gift tax purposes United States Government 
securities will receive the same treatment as other types of domestte 
bonds. This treatment will also conform with the policy of taxing 
the interest on such Government bonds under the income tax when 
received by nonresident aliens. 

The amendment will apply only to obligations issued by the United 
States on or after March 1, 1941, which are transferred in the estates 
of decedents who die after the date of enactment of the Revenue Act 
of 1951 or by cifts made after such date. 

The revenue effects of this provision are minor. 


B. Provistons AppED BY Your CoMMITTEE 


Estate taxes of S¢ rvies men deal d in Kore a 

Your committee’s bill provides the same estate tax treatment for 
members of the Armed Forces dying in combat zones or from wounds 
received in combat zones as Was previously provided during World 
War II. 

Section 605 provides that the estate tax shall not apply to the 
} 


estates of decedents dying while in active sery ice as a member of t 
military or naval forces of the United States if the decedent was 


either killed in action while serving in a combat zone, or died as a 
result of wounds or other injuries, or a disease, suffered while in line 
of duty by reason of a hazard to which he wa 
dent of such military or naval service. 

This provision is effective with respect to deaths occurring aft 


A 


the commencement of hostilities in Korea (June 24, 1950) and before 
January 1, 1954. 


} Pre -1916 transf rs unth TEVErS onary inte rests re tai? ed 
Under the present law a transfer in trust prior to 1931 1s not s 
to estate tax bv reason of the retention of a life estate and a transfer 
prior to October S, 1949. 1s not subject to estate tax DV reason of the 
ai 


retention of a reversionary interest unless the reversionary interest Is 


express, rather than arising by operation of law, and exceeds 9. per- 


cent of the value of the property immediately before the decedent’s 


death. The present law makes no distinction between ranstiers 
made before the enactment of the estate tax, September 8, 1916, and 
transfers made after that date. However, from 1927 to 4 the 
regulations provided that transfers made before enactment of the 
estate tax would not be taxable. Also, prior to 1e decision of the 
Supreme Court in the //a//lock case in 1940 it was felt that property 
would not be taxed in a decedent’s estate by reason of his ret ntion 
of a reversionary interest. 

A case has been brought to the attention of vour committee in which 
the decedent made a transfer in trust in 1903 retaining a reversionary 
interest which was worth about 14 percent at the time of her death in 
December 1949. As a result of the retention of this minor interest, 
the entire estate is subject to tax. 
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In order to avoid this severe hardship, section 608 of your commit- 
tee’s bill provides, in effect, that property will not be included in the 
estate of a decedent by reason of the retention of a reversionary interest 
in a transfer made prior to September 8, 1916, where the dec edent died 
after February 10, 1939, the date of enac tment of the Internal Revenue 
Code. 


8. Reversionary interest of decedents dying prior to February 10, 1939 

The provisions of the Technical Changes Act of 1949 apply only 
with respect to decedents dying after F ebruary 10, 1939, the date of 
enactment of the Internal Revenue Code. In the case of such de- 
cedents, property is included in the gross estate by reason of the 
retention of a reversionar ¥ interest ina transfe ‘rv made before October 8, 
1949, only if the reversionary interest is express and is worth more 
than 5 percent immediately before the decede ‘nt’s death. 

On March 18, 1937, Treasury Decision 4729 was issued by the 
Treasury Department, providing that prope rty should not be taxed 
by reason of the retention of a reversionary interest. In order to 
treat the estates of decedents dying before February 11, 1939, and after 
March 18, 1937, in accordance with the law then in effect, section 606 
of your committee’s bill provides that property transferred by a 
decedent dying in such period is not to be included in the estate of 
the decedent because of a possibility of reverter if the regulations in 
effect at the time of the death of the decedent did not provide for the 
inclusion of property so transferred. 


4. Decedents dying in 1950 with pre-1931 life estates retained 


The Technical Changes Act of 1949 provided that, in the case of 
life estates retamed in transfers made on or before March 3, 1931 
(and in some cases before June 7, 1932), the property would not be 
included in the decedent’s gross estate by reason of retention of the 
life estate if the decedent died before January 1, 1950. The 1949 act 
also provided that these life estates could be released free of estate 
and gift tax at any time during 1949 or 1950. The 1949 act con- 
taining this tax-free release provision became law on October 25, 
1949. There have been several cases in which decedents died in 1950 
before releasing their pre-1931 life estates, possibly because they were 
not aware of the tax-free release provision or were not in condition 
to effect a release. 

Since these life estates could have been released at any time during 
1950 without estate tax, it seems equitable to your committee that the 
January 1, 1950, date in the 1949 act be changed to January 1, 1951, 
so that the period in which death might occur without estate tax will 
be consistent with the period for tax-free release of these life estates. 

Therefore, in the case of life estates retained in transfers made on 
or before March 3, 1931, section 607 of the bill provides that property 
will not be included in the decedent’s gross estate by reason of reten- 
tion of the life estate if the decedent died before January 1, 1951 
(instead of January 1, 1950, as provided by present law). 


) 


6. Reversionary interests in life insurance—Decedents dying after October 
2] ‘ 19 , 2 


The Revenue Act of 1942 provided that, in determining the pro- 
portion of life-insurance premiums paid by the decedent, premiums 
paid by a decedent on or before January 10, 1941, shall be included if 
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the decedent at any time after that date possessed an incident of owner- 
ship in the policy. Since a reversionary interest was construed to 
be an incident of ownership, the retention of any reversionary interest, 
regardless of its size and regardless of whether it was express or by 
operation of law, had the effect of making the premiums paid by the 
decedent includible for purposes of the premium payment test. In 
order to make the treatment of life insurance consistent with the treat- 
ment of other property under the Technical Changes Act of 1949, 
the Revenue Act of 1950 provided that a reversionary interest should 
be considered an incident of ownership only if it were express and, 
at some time after January 10, 1941, exceeded 5 percent of the value 
of the policy. The provision in the 1950 act was an amendment of 
the Revenue Act of 1942, so that it was effective with respect to the 
estates of decedents dying after October 21, 1942. However, the 1950 
provision did not provide for the reopening of closed cases. In this 
respect it was different from the 1949 amendment of section 811 (¢ 
which provided a 1-year period during which claims for refund could 
be filed for closed cases. 

In order to correct that deficiency, section 609 of your committee’s 
bill amends section 503 of the Revenue Act of 1950 in order to permit 
the reopening of closed cases if a claim is filed within 1 year from the 
date of the enactment of this bill. 

6. Foreign estate tax credit 

Under present law the United States asserts estate tax liability 
with respect to the entire estate, wherever situated (except real 
property outside the United States), of decedents who were either 
domiciled in the United States or citizens of the United Siates. Since 
many other countries, like the United States, tax property situated 
within their boundaries, estates of nonresident citizens of the United 
States are quite likely to be subjected to a double tax. With a con- 
siderable number of foreign countries, the United States has entered 
into estate tax conventions which provide relief for this problem and 
other treaties at present are under consideration. However, in many 
other cases the possibility of double taxation still exists, and cases have 
been brought to the attention of your committee where, as a result of 
this double taxation, estates with foreign investments have been taxed 
much more heavily than similar estates subject only to domestic tax. 

Section 602 of your committee’s bill removes this double taxation by 
providing a foreign estate tax credit in the case of United States citizens 
and residents (subject to a limitation indicated below) where the double 
tax arises from the United States imposing a tax on the entire estate, 
and a foreign country imposing an estate tax on property situated 
within that country. The ae estate tax credit is allowed both 
against the basic estate tax and the additional estate tax. As in the 
case of the income tax, a foreign tax credit is allowed in the case of 
those who were reside nts but not citizens of the United States only if 
the foreign country in which the decedent was a citizen allows a similar 
foreign tax credit in the ease of citizens ef the United States who are 
residents of that country. As in the case of the foreign tax credit 
allowed for income tax purposes, the foreign estate tax credit is limited 
in a manner which permits the offsetting of taxes paid the foreign 
country with respect th property situated in thi t country only to the 
extent that such property is taxed by the U sited States. Thus, if a 
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foreign country imposes an estate tax at a higher effective rate than 
that provided by the [nited States, a eredit is to be allowed ouly to 
the extent of the effective rate of tax imposed by the United States. 

This provision is effective w ith respect to estates of deeecdents dying’ 


the date of enaetment of this bill. 


aned hy no? eeadent ali 
vour c ittee’s hill ‘ovid ths :] f or 
your comnittee s but provides that works Of art 


nonresident al 


ien which are loaned to public valleries or 
‘ums in the United States for exhibition purposes shali be exempt 
tax if the nonresident alien dies while the works of art are 
rw « 
nt law (see. S63 (ec) of the code limits the exemption to works 
Tart loaned to the National Gal! ry of Art. 
This provision is effeetive with respect to estates of deecedents 
dvyine after the date of enactment of this bill. 
The revenue loss from all of the changes in the estate and eift tax 


changes made by this bill are expected to decrease revenues by $2 
million. 


IX. EXCISE TAX CHANGES 


It isestimated that at the levels of production anticipated in the fis- 
eal vear 1952 excise tax changes by your committee’s bill, when fully 
effective, will raise revenues by $1,275 million as compared with $1,252 
million under the House bill. As shown in table 11, almost all of the 
excise-tax revenue provided by both vour committee’s bill and the 
House bill is raised from the manufacturers’ excises, the new taxes on 
cambling and the taxes on alcoholic beverages and tobaceo. No rate 
increases are provided in the case of the retail excises, the excises on 


transportation and communication or the admissions taxes, because 


the rates of these taxes generally are already quite high. Not only are 
most of these taxes imposed at rates around 20 percent, but also they 
are based on the retail price or the amount charged the consumer, 
which may range up to twice the manufacturer’s price. As a result, 
these rates now are venerally three to four times as high as most of 
the manufacturers’ excises, usually levied at a 10 percent rate on the 


manutacturers prices. 
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The excise-tax changes made by your pea s bill become effec- 
tive on the first day of the first month which begins more than 10 
days after the date of enactment of the bill. Your committee’s bill 
also provides that the excise-rate increases are to expire on De- 
cember 31, 1953. No termination date was provided for the excise- 
tax increases made by the House bill, but the same provision applied 
with respect to the time when the excise-tax changes were first 
to become effective. Assuming that November 1 is the effective 
date for these changes, it is estimated that your committee’s bill will 
increase excise-tax revenues by $823 million in the fiscal year 1952 
(this includes the floor stock taxes), raising total receipts for 1952 
from excises to $9,383 million. With this same assumption, the House 
bill would increase excise collections in 1952 by $811 million, raising 
total excise receipts in 1952 to $9,371 million. 


A. AtcoHo.Lic BEVERAGES 


The additional revenue estimated to be derived from the taxes 
on alcoholic beverages in a full vear of operation is distributed among 
the various excises under both the House bill and your committee’s 


bill as follows: 
n millior 


Distilled spirits (including increase: 
Beer 

Wines 

Occupational taxes on dealers in liquor. 


Total 


Distilled spirits 

Section 441 of your committee’s bill increases the tax on distilled 
spirits imposed by sections 1650 and 2800 of the Internal Revenue 
Code from $9 to $10.50 per proof g¢ rallon. This is the same increase as 
is made by the House bill. The increase of $1.50 per proof gallon 
amounts to about 26 cents a fifth on the ordinary type of whis ky 
bottled at about 85 proof. Under present law the $9 per gallon tax 
on distilled spirits averages about 40 percent of the retail price per 
bottle, including tax. The tax imposed by both your committee’s and 
the House bills would raise this figure to about 43 percent. ‘This as- 
sumes the addition in full of the tax to current prices, but no price 
mark-up on the tax. 

During World War IT and the immediate postwar years consump- 
tion of distilled spirits climbed almost continuously in spite of higher 
liquor taxes and prices, reaching a peak consumption in 1946 when 
consumers purchased more than 230 million wine gallons of distilled 
spirits for which they spent $5 billion, or 3 percent of their total dis- 
posable income. High income levels and the inability of consumers to 
purchase scarce durable goods probably were the most important fac- 
tors in accounting for this high consumption level. Although con- 
sumption of liquor declined during the postwar years, since the out- 
break of hostilities in Korea it has again been increasing, and the 1950 
consumption of 190 million wine gallons was higher than in any prior 
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years except 1945 and 1946. The acceleration of the defense program 
presents the likelihood that income levels again will rise and that con- 
sumers again will have to cut down their purchases of durable goods. 
Your committee believes that, under the conditions described above, 
it does not appear the increase provided by the bill will seriously 
affect the consumption level of liquor. Thus, it is not believed that 
the tax increase provided here will have much effect on the industry. 

From the standpoint of the consumer it is not believed that this tax 
increase will prove to be particularly burdensome, since the limited 
data available suggest that up to income levels of $5,000 this tax bears 
about equally on the various income levels. 

Your committee carefully reviewed the increase in the tax on distilled 
spirits with reference to the problem of bootlegging. It found that 
even under present tax rates there is a substantial financial. incentive 
to engage in illicit operations of this type, which had been held at a 
relatively low level only as a result of enforcement measures. How- 
ever, any increased financial incentive for illieit operations resulting 
from the tax increase provided by your committee’s bill is likely to be 
more than offset by a tightening of the labor supply available for these 
operations and by higher incomes on the part of consumers, which will 
decrease the importance of the price differential between tax-paid and 
non-tax-paid liquor. Nevertheless, it was recognized that too large an 
increase in the tax on distilled spirits might well result in a sizable 
increase in illicit operations. 

At the present time, although the general tax rate on distilled spirits 
is $9 a proof gallon, a draw-back of $6 per proof gallon is provided for 
distilled spirits used for medicines, medicinal preparations, food prod- 
ucts, flavors, leaving a net tax of $3 per proof gallon in such cases. 
Draw-backs are used rather than reducing the rate of tax, because a 
lower rate might result in distilled spirits being diverted to beverage 
purposes on which the higher rate of tax should be paid. Using these 
medicines and nonbeverage food products as a source of revenue, 
however, appears to be in contradicition to the aerny y generally fol- 
lowed of not imposing excise taxes on medicines food. In part 
this principle is recognized under present law by prov dina: a draw-back 
of all but $3 of the tax per proof gallon. Both oo committee’s and 
the House bills recognize this principle in full by increasing these 
draw-backs so that a net tax of only $1 per proof pallor. sufficient to 
cover administrative costs, is finally paid. With the tax rate of 
$10.50 per proof gallon this is accomplished in section 452 of the bill 
providing in section 3250 of the code a draw-back of $9.50 per proof 
gallon. 

It is estimated that in a full year of operation the changes made in 
the tax on distilled spirits by both your committee’s and the House bill 
will increase revenues by $168 million. 

Beer 

Section 443 of the bill increases the tax imposed on fermented malt 
liquor, or beer, by sections 3150 and 1650 of the code by $1 per barrel, 
or from the $8 per barrel provided by present law to $9 per barrel. 
This represents the same increase as is made by the House bill. This 
is an increase in tax of 12% percent as contrasted to an increase of 16% 
percent provided in the case of distilled spirits. Under present law 
the tax on beer represents about 15 percent of the average retail 
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price and under both your committee’s and the House bills this is 
increased to between 16 and 17 percent. In the case of a 12-ounce 
bottle of beer the tax increase represents an increase of about one- 
third of 1 cent. 

The increase provided for beer is smaller than that provided for 
distilled spirits because your committee believes that beer to a greater 
extent is consumed by the lower income groups and, therefore, that 
an increase in this tax generally is more burdensome than the tax on 
distilled spirits. 

With the present high income and consumption levels it appears 
probable that much, if not all, of the tax increase provided for beer 
can be shifted by the industry to the consumer without seriously 
affecting the current level of consumption. Thus it is not anticipated 
that this tax increase will have any umportant effect on the industry 

In a full year of operations: it is estimated that the $1 per barrel 
increase in the tax on beer will raise revenues by about $68 million, 


3. Wines 

Section 442 of the bill amends sections 3030 and 1650 of the cod 
to provide for the same increase in the tax on wines as in the case of 
beer, namely, an increase of approximately 12% percent. Thus, in 
the case of still wines, including vermouth, the tax per gallon would 
be 
(a) increased from 15 to 17 cents where the alcoholic content 
of the wine is not more than 14 percent, 

(6) increased from 60 to 67 cents where the alcoholic content 
of the wine is over 14 percent but not over 21 percent; and 

(c) increased from $2 to $2.25 where the alcoholi ic content of 
the wine is over 21 percent but not over 24 percent.” 

In the case of sparkling wines, liqueurs, and cordials the tax per half 
pint would be: 
(a) increased from 15 to 17 cents in the case of champagne or 
sparkling wines; and 
(b) increased from 10 to 12 cents in the case of liqueurs, cordials, 
and artificially carbonated wines. 
These are the same increases as are provided by the House bill. 

Most of the wine consumption in the United States today is repre- 
sented by the first two categories of still wines. Natural, or table, 
wines with an alcoholic content not over 14 percent and including such 
wines as sauterne, claret, and burgundy represent about one-quarter 
of the total consumption. Sweet or dessert wines with an alcoholic 
content between 14 and 21 percent and including such wines as port 
sherry, tokay, and muscatel represent approximately three-fourths 
of the total consumption in the United States today. These wines 
are fortified with brandy or alcohol before the natural fermentation is 
completed. Sparkling wines account for most of the small remaining 
consumption in the United States today and in large part represent 
imports. 

In terms of retail price the tax under present law represents about 
4 percent of the retail price, including tax, in the case of table wines, 
and would be increased by about one- half of 1 percent under both your 
committee’s and the House bills. The tax on sweet wines under pres- 
ent law represents about 15 percent of the retail price and under both 
bills this percentage would be increased by slightly more than 1 per- 


SS 


4 Wines with alcoholic content in excess of 24 percent are subject to the tax on distilled spirits, 
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centage point. The tax on sparkling wines represents about 25 
percent of the retail price under present law and under both bills 
this would be increased to about 26% percent. Thus the rate of tax 
under the bills will continue to be graduated in accordance with 
alcoholic content. 

Your committee deemed i t appropriate to make only a moderate 
increase in the case of the taxes on wines because of the importance 
of wines to the grape-growing industry. Between one-third and one- 
half of the total grape crop is customarily absorbed by wine. The 
demand for wine, therefore, also has an important effect on the prices 
which can be obtained by produc ers for raisins and fresh grapes, the 
two other important uses of grapes. Moreover, in view of the fact 
that it has been necessary for the Department of Agriculture at times 
since the end of World War II to support the price of raisins, it would 
appear inappropriate for your committee to make a substantial in- 
crease in the tax on wine which might have the effect of requiring 
further price supports. In ad lition it should be pointed out that 
wine es in the United States relative to consumption of 
other forms of alcoholic beverages is relatively low when compared 
to relationships generally established abroad. Moreover, the wine 
industry is one of the few industries which has been classified under 
the excess-profits tax as a depressed industr vy. 

The effect of both your committee’s bill and the House bill in the 
case of the taxes on wines is to raise revenues by an estimated $8 mil- 
lion in a year in which the increase is fully effective. 

Occupational taxes on dealers in liquor 

Retail dealers in liquor other than those dealing exclusively in wine 
and beer are required under section 3250 of the code to pay a special 
annual occupational tax of $27.50. Section 451 of the bill raises this 
occupational tax to $50 a year. This is the same increase as is made 
by the House bill. Under present law ‘the low tax has made it im- 
practical from an administrative standpoint for the Bureau of Internal 
Revenue to verify the names and addresses of persons paying this 
special occupational tax. Attention has been called to many cases 
where incorrect names and addresses have been given with the probable 
intention of avoiding detection by State and local liquor authorities. 
Your committee believes it feasible for the Bureau of Internal Revenue 
to establish a verification system for all payees of this tax and it is 
the intention of your committee that the Bureau of Internal Revenue 
do so. Severe penalties for fraudulent returns are already provided 
under existing law. It is estimated that this provision will increase 
collections by $7 million in a full year of operation. 

Section 451 of your committee’s bill also increases the occupational 
taxes on wholesale dealers in liquors and wholesale dealers in malt 
liquors. Section 3250 (a) (1) of the code imposes a special occupa- 
tional tax of $110 on wholesale dealers in liquors. This includes 
wholesale dealers in wines, as well as wholesale dealers in distilled 
spirits. Both your committee’s bill and the House bill raises this 
tax to $200. Section 3250 (d) of the code provides an oceupational 
tax of $55 for wholesale dealers in malt liquor. This tax is raised to 
$100 by both bills. It is estimated that in a full year of operation 
the increase in these occupational taxes on wholesale dealers in 
liquors and malt liquors will raise revenues by $1 million annually. 
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B. Tospacco Propvucts 


The changes made in the excise taxes on tobacco are distributed 
between small (‘“‘standard”’ and “king” sized) cigarettes and snuff, 
fine-cut, scrap, plug and twist chewing tobacco as follows: 


[In millions} 


Small cigarettes (‘‘standard”’ and ‘‘king”’ sized ‘ 
Snuff and fine-cut, scrap, plug, and twist chewing tobacco_.. 


Total 


No changes are made in the present taxes on cigars and smoking 
tobacco. 


1. Small cigarettes 

In the case of small cigarettes, section 421 of your committee’s 
bill increases the tax provided by section 2000 of the code from 
$3.50 per thousand to $4 per thousand. This ts the same increase 
as is made by the House bill. In effect, this raises the tax on the 
ordinary package of 20 cigarettes from 7 cents to 8 cents. The 
present tax on cigarettes represents about 34 percent of the retail 
price including tax. The increase would raise this to about 37 percent. 

The increase provided by both bills is as large as the combined 
increases made in this tax during and just before World War II. In 
view of the importance of the sales of tobacco to a large number of 
farmers in the country, this is as large an increase in this tax as your 
committee believes it is appropriate to make. 

It is estimated that in a full year of operation this action will increase 
revenues by $177 million a year. 
2. Snuff and fine-cut, scrap, plug; and twist chewing tobaceo 

In the case of snuff and fine-cut, scrap, plug, and twist chewing 
tobacco, section 423 of your committee’s bill reduces the tax from 18 
cents per pound to 10 cents per pound. In the case of smoking 
tobacco the tax remains at 18 cents per pound. No such reduction 
was provided in the House bill. Your committee believes that this 
reduction is desirable because the declining demand for snuff and 
chewing tobacco has worked hardships on the manufacturers, and 
also on the farmers raising these particular types of tobacco. More- 
over, these tobacco products are used primarily by the lower income 
groups and, therefore, the present tax is believed to be highly 
regressive. 

It is estimated that in a full year of operation this action by your 
committee will decrease revenues by about $10 million a year. 
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C. MANUFACTURERS’ EXcISEs 


The additional revenue it is estimated will be derived from manu- 
facturers’ excises is distributed among the various excises as follows: 


{In millions] 


House | Committee 
bill bill 


Gasoline, and diesel fuel used by highway vehicles $220 $210 
Passenger cars, motorcycles and house traiiers__-_- ; 196 189 
Automobile trucks, busses, aml truck trailers is 61 61 
Automotive parts and accessories ‘ 56 56 
Tires on toys, ete.__. : . si alae bcuemsuee —1 —1 
Electric, gas,and oil appliances : 18 69 
Navigation receivers sold to the U. 8S. Government None None 
Refrigeration equipment._...........-.- re 0 | Negligible 
Sporting goods om i ala ae ‘ Negligible Negligible 
Photographie apparatus and film —23 —5 
Electrical energy 104 —104 
Fountain pens, ball-point pens, and mechanical pencils 4 12 
Cigarette, cigar, and pipe lighters 0 l 


PE iitinn thgedibniekaat beeen wihes ~me 7 447 488 


1. Gasoline and diesel fuel 

Section 479 of the bill provides for a one-half cent increase in the 
gasoline tax, raising the Federal gasoline tax, provided by section 3412 
of the code, from 1% to 2 cents per gallon. This is the same increase 
as is provided by the House bill. Since the tax on gasoline is a specific 
and not an ad valorem tax, the percentage relationship of the tax 
to the retail price will vary with the variation in the price of gasoline. 
Thus, although in 1950 the tax was 6 percent of the retail price, includ- 
ing tax, in 1940 it was 8% percent of the retail price. This is accounted 
for by the rise in the average price of gasoline in the past 10 years. 
The average price in 1939, for example, was 13.3 cents per gallon 
before the State tax, while in 1950 the average price was 20 cents per 
gallon. The action by vour committee, which would result in a tax 
equal to about 8 percent of the retail price of gasoline including tax, 
does not quite restore the relationship existing in 1940. 

The consumption of gasoline has shown one of the most consistent 
patterns of increase over the last few decades. The production of 
gasoline in 1940, for example, amounted to 615 million barrels and in 
1950 this had increased to 1,024 million barrels. The domestic 
demand for gasoline has grown at an average annual rate of 7 percent 
since the end of War War II and appears to be increasing somewhat 
more rapidly now. The 1950 demand for gasoline was 9 percent in 
excess of the demand for 1949 and the Bureau of Mines has estimated 
that the demand in 1951 will be 9% percent in excess of the demand in 
1950. ‘This substantial increase can, of course, in large part be 
accounted for by the increased numbers of passenger automobiles 
and trucks on the road. For example, registration of automobiles 
and trucks in the period 1945 to 1950 increased over 50 percent. 
Under these conditions it appears probable that an increase in the 
gasoline tax of the size provided by this bill can readily be passed on 
to the consumers of gasoline. This appears especially likely in view 
of the fact that, in the case of gasoline, demand does not change 
much with variations in price. 
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Despite this strong demand, the increase in the gasoline tax is limited 
to a half cent per gallon. Payments for gasoline represent costs of 
doing business in the case of gasoline consumed by trucks and in the 
case of an important segment of the gasoline used in passenger cars. 
In addition to this, your committee recognizes that the gasoline tax 
represents an important source of revenue to the States. The usual 
State tax ranges from 4 to 5 cents per gallon but eight States have a 
7 cents per gallon tax and one has a tax of 9 cents per gallon. Too 
substantial an increase in the gasoline tax by the Federal Government 
might affect the use of this revenue source by the States. 

The House bill adds a new section 2450 to the code imposing a tax 
of 2 cents per gallon on diesel fuel for diesel-powered highway vehicles. 
The tax is imposed on the retailer selling the diesel fuel for highway 
use and also on persons using the diesel fuel in highway vehicles if no 
tax was collected from the retailer. 

Your committee, although recognizing that the failure to tax 
diesel fuel used on highways on the same basis as gasoline is dis- 
criminatory against vehicles power by gasoline, does not include this 
provision in its bill. As provided by the House bill, the tax would 
be very difficult to collect. The retailer selling diesel fuel for highway 
use also sells the same fuel for fuel-oil furnaces in homes. Moreover, 
experience with this tax at the State level has also indicated a con- 
siderable amount of evasion where the tax is collected from the 
persons using the fuel oil in the highway vehicles, the second alterna- 
tive collection method provided by the House bill. Because of these 
difficulties in the administration of this tax, your committee believes 
that it is desirable to postpone the consideration of this problem 
until it is possible to give it further study. 

As a result of not imposing this tax on diesel fuel, the estimated 
revenue which it is anticipated will be collected in a full year of 
operation from the gasoline tax is $210 million instead of the $220 
million estimated for the House bill. 


2. Passenger cars and motorcycles 


Section 471 of the bill increases the tax, provided by section 3403 of 
the code, on passenger cars and motorcycles from 7 to 10 percent of 
the manufacturers’ price. However, your committee’s bill removes 
the tax on house trailers. The increase provided for passenger auto- 
mobiles and motorcycles is the same as that provided by the House 
bill, but the House bill left the tax at 7 percent in the case of house 
trailers instead of removing it. The present tax on passenger cars on 
the average represents 5 percent of the retail price, including tax. 
The increase provided by this bill will raise this to somewhat over 7 
percent. 

The demand for new passenger cars has continued at a very high 
level since the end of World War II not only because of the backlog 
of demand from the war period when new cars were not available, but 
also because high income levels have made the purchase of cars 
possible to many persons not formerly able to buy them. The «nit 
output in 1950, for example, represented 232 percent of the output in 
1939. Moreover, the value of the 1950 output was $8.8 billion, or 
about five times the value of the output yn 1939. 

Despite the recent temporary decline in the sales of passenger cits, 
it appears that the demand for them in the year 1951 as a whole will be 
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at a very high level. However, it appears probable that the suppl: of 
automobiles available will be cut because of their substantial uso of 
critical materials. Twenty percent of the total steel output, for 
example, has been going to the production of automobiles. Steel 
allocations for automobiles were reduced in the second and _ third 
quarters of 1951 and at the present time shortages of copper and 
stainless steel are affecting automobile production. The output of 
passenger cars in calendar 1951 will probably be approximately the 
1949 level which was slightly over 5 million, and is expected to be 
substantially above the annual production in the 10 years prior to 
World War II. 

Under these conditions it appears probable that an increase in tax 
of the size proposed by vour committee can readily be passed forward 
to the consumer without any cut in the effective demand for new 
passenger cars. Since the tax is not imposed on second-hand cars, 
which in large measure represent the purchases made by the lower- 
income groups, it appears probable that the tax increase made by the 
bill will not bear heavily on these groups. 

However, your committee recognizes that cars represent a necessity 
to a large segment of the population under present conditions and, 
therefore, deemed it inappropriate to increase the rate above 10 
percent on the még anufs acturer’s price, the rate applying in the case of 
most manufacturers’ excises. Moreover, the purchase of a car repre- 
sents a larger outlay on the part of the consumer than is true in the 
case of most other durable consumption items, with the result that 
the amount of the tax payment in these cases is larger than in the 
purchase of other durable goods and, therefore, likely to be con- 
sidered more burdensome. 

Your committee’s bill removes the tax on house trailers because it 
recognizes that, during periods of emergency such as the present, the 
bulk of these house trailers are used for housing by defense workers, 
military personnel and others rather than as a means of transportation. 

It is estimated that in a full year of operation this provision of the 
bill will increase revenues by $189 million. 

8. Automobile trucks, busses, and truck trailers 

Section 471 of the bill also increases the tax on automobile trucks, 
busses, and truck trailers, provided by section 3403 of the code, from 
5 to 8 percent of the manufacturer’s price. This increase is the same 
as that provided by the House bill. 

Since, as previously noted, the tax on passenger cars is increased to 
10 percent, this maintains the traditionally lower tax for the types 
of automotive transportation especially designed for business. Your 
committee believes that it is desirable to retain a lower tax on trucks 
and related types of automotive transportation because it recognizes 
that these represent operating costs to businesses. <A high rate of tax 
in such cases would be likely to be passed on in the price of commodi- 
ties generally. However, it is believed that the moderate increase pro- 
vided by the bill is desirable on much the same grounds as the increase 
provided in the case of passenger automobiles: namely, the anticipated 
high demand for this tvpe of automotive transpertation coupled with 
the likelihood of a curtailment in the supply available. 

It is estimated that in a full year of operation this provision will 
increase revenues by $61 million. 
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4. Automotive parts and accessories 


Section 471 of the bill also increases the tax on automotive parts and 
accessories, provided by section 3403 of the code, from 5 to 8 percent 
of the manufacturer’s price. This increase is the same as that pro- 
vided by the House bill. Since the tax on automotive trucks, busses, 
and truck trailers likewise is raised to 8 percent, this will retain a uni- 
form rate of tax for these two types of items, as is provided by present 
law. Even though new cars are taxed at 10 percent, the parts and 
accessories for them, when not purchased with the car, are included 
in the base of this 8-percent tax, because in many cases the parts for 
passenger cars and trucks are interchangeable. Morevoer, it is also 
believed desirable to impose a lower rate of tax on parts and acces- 
sories for passenger cars than on the new cars themselves, because the 
bulk of the parts and accessories are purchased by owners of old or 
second-hand cars who are largely in the lower-income groups. 

With respect to reconditioned or rebuilt parts, where such sales are 
subject to the parts and accessories tax under present law, section 471 
of both your committee’s bill and section 481 of the House bill pro- 
vide an amendment which excludes from the tax base the fair market 
value of any like part traded in for a reconditioned or rebuilt part. 
Where an automotive part is not performing satisfactorily and the car 
owner cannot afford a new one, he has the choice of either having the 
old one reconditioned, usually in a local shop, or of trading in the old 
part on a similar one which already has been reconditioned. The 
first of these alternatives, having the old part reconditioned, is 
not subject to the tax on automotive parts and accessories s nee 
there is no transfer of title. However, this alternative is not widely 
availed of because the car owner is not able to use his car during 
the reconditioning period. Under the second alternative, trading in 
the old part on a similar one which already has been reconditioned, 
there is a transfer of title and therefore sue +h sales are subject to tax. 
The amount subject to tax in these cases is the charge to the car 
owner, plus the fair market value of the part he trades in. This not 
only presents the difficult administrative problem of determining the 
fair market value of the old part, but also is inequitable since trading 
in the old part is a substitute for repairing the car owner’s old part. 
Only the value added in this case could be considered as new manu- 
facturing, since in effect the car owner already owned the portion of 
the reconditioned part representing the value of the old part. To tax 
him on the fair market value of the part he turns in is to tax him on 
something he already owns. The exclusion of the value of the trade- 
in, as provided by your committee’s amendment, removes this in- 
equity. This also removes the difficult administrative problem of 
determining the fair market value of the old part, since the tax base 
will be limited to the cash payment required 

Section 471 of your committee’s bill, like the House bill, also 
amends section 3443 of the code to provide for a credit or refund of the 
tax on automotive parts and accessories where the parts or accessories 
are used or resold for the repair or replacement of farm equipment 
parts. However, this crediting or refunding device is not made 
available in the case of spark plugs, storage batteries, leaf springs, coils, 
timers, and tire chains. 

An exemption is already provided by existing regulations for auto- 
motive parts and accessories sold to manufacturers for use on new 
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farm equipment with the exception of the items specifically listed 
above. The provision, therefore, merely applies the same policy to 
sales of repair or replacement parts, making use, in this case, of a 
crediting or refunding procedure. This appears desirable because it 
is not believed that Congress ever intended to subject farm tractors 
and equipment generally to this tax. With the exception of the specific 
items noted above on which the tax will still apply, it is believed that 
these credits or refunds will present no serious administrative 
problems. 

It is estimated that the rate increase in the tax on automotive parts 
and accessories, taken together with the changes in the base of the 
tax, will increase revenues in a full year of operation by $56 million. 
5. Tires on toys, ete. 

Section 471 of the bill also makes a minor revision in the 5-cent-per- 
pound manufacturers’ tax on tires. Section 3400 of the code is 
amended to exclude from this tax tires which are not more than 20 
inches in diameter and one and three-fourths of an inch in cross 
section if the tires are of all-rubber construction. The bill also 
excludes tires with internal wire fasteners, irrespective of size. This 
exemption is the same as that provided by the House bill. 

Under present law, the tax on tires is applicable to all tires regardless 
of the use for which they are intended. Consequently, it applies i in 
the case of tires for baby buggies, lawn mowers, children’s tricycles, 
scooters, coaster wagons, etc. Since the manufacturer’s price on 
tires of these types is generally low, the 5-cent-per-pound tire tax 
may account for as much as 25 to 50 percent of the price of the tires. 
Thus, the tax on the tires of these toys, etc., appears unreasonably 
high in terms of ad valorem rates. Moreover, it is not believed that 
it is a primary purpose of the tax on tires to collect revenue with 
respect to articles of these types. 

It is estimated that in a full year of operation this change will result 
in a revenue loss of approximately $1 million a year. 


6. Electric, gas, and oil appliances 

Section 475 of the bill expands the base of the 10 percent manu- 
facturers’ tax on electric, gas, and oil appliances provided by section 
3406 of the code to include the followi ing household types of items not 
subject to tax under present law: 


1. Electric vacuum cleaners. 10. Electric floor polishers and waxers, 
2. Electric washing machines. 11. Eleetrie food choppers and grinders. 
3. Electrie garbage disposal units. 12. Electric hedge trimmers. 
4. Exhaust blowers. 13. Electric ice cream freezers, 
5. Electric belt-driven fans. 14, Electric mangles. 
6. Electric or gas clothes driers, 15. Eleectrie motion- or still-pieture pro- 
6. Eleectrie door-chimes. jectors. 
8. Electric dehumidifiers. 16, Electric pants pressers. 

J 


9. Electric dishwashers. 17. Power lawn mowers. 


18. Electric sheets and spreads. 

It also deletes electric heating pads, industrial-type direct motor- 
driven fans and electric heaters of the blower type from the items 
presently subject to tax. The House bill did not impose a tax on 
electric vacuum cleaners, electric washing machines, or electric gar- 
bage disposal units, but did impose a tax on electric shavers. The 
House bill also did not delete industrial-type direct motor-driven 
fans from the base of the present tax. 
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Of the items added to the base of the tax, by far the most important 
in terms of revenue are the electric washing machines and vacuum 
cleaners. Of the remaining items, power lawnmowers, electric dish- 
washers, and electric and gas clothes driers are the most important 
revenue producers. 

The tax under present law applies to— 

1. Electric, gas, and oil water heaters 
2. Electric, gas, and oil appliances for cooking or warming food or bever- 
ages for consumption on the premises 


3. Electric direct motor-driven fans and air circulators. 
4. Electric flatirons. 

5. Electric air heaters (but not furnaces). 

6. Electric immersion heaters. 

7. Electric heating pads and blankets. 

8. Electric mixers, whippers, and juicers. 


The items added to the base of this tax by your committee are 
directly or indirectly competitive with many of the items now in the 
base of the tax. An example of direct competition exists in the case 
of the household-type direct motor-driven fans subject to tax under 
present law and the household-type belt-driven fans which are pres- 
ently free of tax. Vacuum cleaners, washing machines, and garbage 
disposal units were added by your committee because these are electri- 
cal appliances of wide usage which are at least indirectly competitive 
with a large number of the items already subject to the appliance tax 
or made so by the House bill. However, your committee did not 
deem it appropriate to raise the rate of this tax in view of the fact 
that a number of items in its base are generally considered to be 
necessities. 

As in the case of passenger cars, it is anticipated that with the cur- 
rent high income levels the demand for electric appliances will remain 
strong, while the supply available is likely to decline somewhat as a 
result of the shift of critical materials from civilian products to prod- 
ucts needed for the defense effort. The steel used in electric appli- 
ances, for example, has been cut back by 30 percent for the third 
quarter of 1951. In view of these factors, it appears unlikely that 
expanding the base of this tax to include the new items listed above 
will have any appreciable effect upon the sales of the electric appliances 
industry. 

From the standpoint of the consumer also, this tax does not appear 
to be very burdensome. The data available indicate that this tax 
tends to bear less heavily on the lower-income groups than most othe v 
excise taxes now imposed. Moreover, this 10-percent manufacturers’ 
tax, when expressed as a percentage of the retail price of the electric, 
gas, and oil appliances, including tax, represents only about a 6-percent 
tax. 

Electric heating pads were removed from the base of the taxon 
electric, gas, and oil appliances because these pads are extensively used 
for medical purposes, and your commitiee does not believe that such 
items are proper subjects for excise taxes. Electric shavers, although 
included in the House bill, are excluded from your committee’s bill 
because they are competitive with safety razors and blades and straight 
razors which are not subject to excise tax. Industrial-type direct 
motor-driven fans are excluded from the base of the tax both because 
they are business cost items and because they are competitive with 
industrial-type belt-driven fans which are not subject to excise tax. 
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Under present law where the manufacturer sells an electric, gas, 
or oil appliance at retail, on consignment, or at less than the fair 
market price, the Commissioner is required to determine the com- 
petitive fair market price. In the case of one of the new items added 
to the base of this tax, vacuum cleaners, another type of selling 
arrangement is followed whereby the manufacturer negotiates the 
sale on behalf of the retailer. Since the price charged in such cases 
does not represent a fair price for purposes of a tax base, the Com- 
missioner, under your committee’s bill, is required to determine such 
a price where these selling arrangements are used in the same manner 
as where the manufacturer sells at retail or on a consignment basis. 

It is estimated that in a full year of operation the new items added 
to the base of the electric-, gas-, and oil-appliances tax will increase 
revenues by about $71 million a year, while the exclusion of electric 
heating pads, industrial-type direct motor-driven fans and electric 
heaters of the blower type will reduce revenues by $2 million annually. 


7. Navigation receivers sold to the United States Government 

Section 472 of the bill makes a minor revision in the base of the 10- 
percent manufacturers’ excise tax on radio receiving sets, television 
receiving sets, etc., imposed by section 3404 of the code. “A com- 
munication, detection, or navigation receiver of the type used in com- 
mercial, military, or marine installations,”’ is exempted from this tax 
under your committee’s bill if sold to the United States for its exclusive 
use. This change is the same as that provided by the House bill. 
This exemption is granted to remove compliance problems. No 
revenue is, of course, involved, since the tax in these cases today is 
ultimately paid by the United States Government. 
8. Refrigeration equipment 

Under present law, a 10-percent manufacturers’ tax is imposed on 
household type mechanical refrigerators, quick-freeze units, and re- 
frigerating and freezing apparatus. In the case of refrigerating and 
freezing apparatus, present law provides that the tax does not apply 
in the case of sales of refrigerator components to manufacturers of 
refrigerators, quick-freeze units or refrigerating or cooling apparatus. 
This latter provision prevents the double imposition of the refrigerator 
tax where sales are made from one manufacturer to another. How- 
ever, in many cases refrigerating apparatus is sold first to a wholesaler 
or jobber, who in turn sells the apparatus to a manufacturer. Under 
present law, a double imposition of the refrigerator tax occurs in such 
cases unless the wholesaler is specifically registered with the Bureau 
of Internal Revenue as a vendee of articles for resale to manufacturers. 
Moreover, registration is limited to wholesalers who resell to manu- 
facturers of taxable end products. Your committee believes that the 
present tax treatment discriminates against wholesalers and that this 
tax interferes with the normal channels of distribution. For these 
reasons, your committee provides in section 473 of the bill that, under 
regulations prescribed by the Secretary, the tax on refrigerating and 
freezing apparatus is not to apply to sales of refrigerator components 
to wholesalers or jobbers where the components are intended for resale 
to manufacturers or producers of refrigeration and freezing equipment, 
if the components are actually resold in this manner. This is accom- 
plished by amending section 3405 (b) of the code. No similar pro- 
vision is contained in the House bill. 
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It is estimated that the revenue effect of this provision of your com- 
mittee’s bill will be negligible. 
9. Sporting goods 

See tion 474 of the bill makes two changes in the 10-percent manu- 
facturers’ tax imposed on sporting goods by section 3406 of the code. 

Under present law this tax covers virtually all types of sporting 
equipment although toy or children-sized items are exempted from this 
tax in the case of certain types of sporting equipment. Also, a num- 
ber of articles subject to the sporting goods tax are used largely as a 
part of school and college athletic programs. Sale for use in the publie 
schools are exempt (as purchases by subdivisions of State govern- 
ments) so that the net revenue from taxing these articles is quite 
small, although the administration of the exemption imposes a con- 
siderable burden on the sporting goods dealers. Moreover, the 
nonexempt sales of many of the taxed articles are made largely to 
private schools, which has been objected to on the grounds that it is 
discriminatory treatment. For these reasons, the first action of your 
committee with respect to the sporting goods tax is to remove from the 
application of the tax specific types of articles which are used pre- 
dominantly for school sports and by children. This is the same as 
was provided in the case of the House bill with the following excep- 
tions: your committee’s bill exempts baseballs and baseball equipment 
while the House bill taxed them, and your committee’s bill taxes cricket 
balls and bats, lacrosse equipment, skates, and snow toboggans and 
sleds while the House bill exempts these items. 

The second action of your committee is to raise the rate of tax from 
10 percent to 15 percent of the manufacturer’s price with respect to 
the items remaining in the tax base, except fishing equipment. In this 
case your committee left the rate at 10 percent since the receipts from 
this source are not available for general expenditures. The rate in- 
crease from 10 to 15 percent provided by your committee is the same 
as that provided by the House bill with the exception that the House 
bill also raised the tax on fishing equipment to 15 percent. Under 
present law the tax is about 6 percent of the retail price including tax 
and under both bills will be between 10 percent and 11 percent of the 
retail price. 

It is estimated that these two actions taken together will not have 
any effect on revenue collections, since it is believed that the addi- 
tional revenue which will be derived from the higher rate of tax on 
the items remaining in the base will be cainmecaaeahae equal to the 
revenue lost with respect to the items which are excluded from the 
base. 

10. Photographic apparatus and film 

Section 3406 of the code imposes a 25-percent tax on sales at the 
manufacturers’ level of photographic apparatus, which is defined as 
including cameras weighing 4 pounds or less, lenses, photographic 
apparatus and equipment, and any apparatus or equipment designed 
especially for photographic purposes. A 15-pereent manufacturers’ 
tax is also imposed on photographic films (except X-ray films), photo- 
graphic plates, and sensitized paper. Under present law, the tax on 
film is about 9 percent, and tax on equipment is about 13 percent, of 
the retail price. 
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Section 476 of your committee’s bill reduces the tax on photographic 
apparatus from 25 to 15 percent of the manufacturer’s price. No 
change is made in the 15-percent tax now applying to film or in the 
items included in the bases of either of these taxes. Thus, under 
your committce’s bill, the tax on film and equipment will be between 
about 8 and 9 percent of the retail price of these items. 

The House bill decreases the 25-percent tax on photographic appa- 
ratus to 20 percent and increases the 15-percent tax on film to 20 
percent. The House bill also revises the bases of these taxes so that 
they are imposed only on film, cameras, and lenses which, insofar as 
is administratively possible, do not represent a cost of doing business. 
In the case of the House bill, the tax on both film and « equipment 
would represent a tax of between 11 and 12 percent of the retail price. 

Although your committee’s bill provides a 15 percent rate of tax 
for film and photographic equipment rather than the 20 percent 
provided by the House bill, the revenue loss under your committee’s 
bill is much smaller because the business cost items are not deleted 
from the bases of these taxes. Your committee believes that in view 
of present revenue requirements it is not desirable to reduce the 
revenue obtained from the photographic taxes by as much as would 
be necessary in order to remove all of these business cost items from 
tax. 

It is estimated that the combined effect of your committee’s action 
with respect to.these taxes is to reduce revenues in a full vear of 
operation by $5 million. The changes provided by the House bill 
would reduce revenues by $23 million annually. 

Your committee’s bill also makes an additional minor amendment 
to the photographic tax providing that the tax on color positive print 
film is not to be in excess of the tax on black and white positive print 
film. This change is made to eliminate a discriminatory competitive 
problem. In some cases under present law colored film is subject 
to the photographic tax because the coloring is added to the film by 
the photographic manufacturer. This results in a relatively large 
tax base. In other cases the coloring is added to the film after it 
leaves the hands of the photographic manufacturer with the result 
that the tax base in this case is relatively small. Your committee’s 
bill removes this discrimination by placing no higher tax on color 
film than on black and white film. 

In the case of photoflash bulbs, the House bill provides floor stock 
refunds. ‘That is, wholesalers, retailers and others having inventories 
of photoflash bulbs intended for sale on the date the revision in the 
tax becomes effective would be credited, or would receive a refund, 
with respect to the tax paid on their inventories of photoflash bulbs. 
No such floor stock refund is provided in the case of your committee’s 
bill. Under the House bill, the tax on these photoflash bulbs was 
decreased from 25 percent to zero. Under your committee’s bill, the 
tax is decreased from 25 to 15 percent. Your committee believes that 
this smaller decrease in tax substantially decreases the hardship 
which would arise in the absence of a floor stock refund on these 
photoflash bulbs. This, combined with the administrative problems 
involved in making floor stock refunds, accounts for the absence of 
this provision in your committee’s bill. 
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. Electrical energy 

Section 3411 of the code imposes upon vendors of electrical energy 
sold to domestic or commercial consumers a tax equal to 3% perce nt 
of the price charged. Section 478 of the bill repeals this tax. This 
tax is also repealed by the House bill. 

A tax on electrical energy is not believed to be a desirable part of 
the excise-tax revenue system for several reasons. First, the tax is 
believed to be one of the more burdensome of the excise taxes with 
respect to the lower-income groups, since amounts paid by consumers 
for electrical energy tend to vary relatively “— with variations in 
income. Thus, the electrical-energy tax paid by the higher-income 
groups does not generally represent as large a percentage of their 
income as is true of the lower-income groups. Second, power com- 
panies have found it difficult and burdensome to determine which 
customers are domestic or commercial consumers, and therefore tax- 
able, and which are industrial consumers, and therefore exempt. This 
has presented a particularly difficult problem in the case of businesses 
engaged in both commercial and industrial activities. Third, the 
tax under existing law does not apply to publicly owned electric 
power plants or to systems owned and operated by cooperative or 
nonprofit corporations engaged in rural electrification. Thus, since 
there is general agreement that this tax is passed on to the consumers, 
the present tax treatment has the effect of imposing a tax on persons 
purchasing electrical energy from private utilities, while i imposing no 
tax on persons purchasing electrical energy from municipalities, the 
Federal Governmert, or REA naamauaiae i 2 impose the tax on 
some consumers and not on others is believed discriminatory, and 
since your committee believed that it was not desirable to extend this 
tax to municipalities, the Federal Government, or REA cooperatives, 
the bill repeals this tax. 

It is estimated that ina full vear of operation the repeal of this 34- 
percent electrical-energy tax will reduce revenues by $104 million 
annually. 
rs. Fountain pe ns, ball-point pens, and mechar cal pe neils 

Section 477 of your committee’s bill adds a new section 3408 to the 
code imposing a 10-percent manufacturers’ tax on fountain pens, ball- 
point pens, and mechanical pencils. The House bill also added this 
tax but provided a 20-percent rate. At the present time some pens 
and pencils are subject to the 20-percent retail tax on jewelry and 
related items where they have nonessential parts which are orna- 
mented with precious metals. To prevent double taxation, these pens 
and pencils are not included in the base of the new manufacturers’ tax. 

Consideration was given to extending the tax on jewelry and related 
items to all fountain pens, ball-point pens, and mechanical pencils, 
but this was discarded because the inexpensive types of such items are 
frequently sold in stores which are not accustomed to the collection 
of the jewelry tax. Moreover, your committee lowered the rate of 
tax provided by the House bill to 10 percent since an important seg- 
ment of the cheaper pens and pencils are purchased by school children. 

It is estimated that in a full year of operation this action by your 
committee will increase revenues by $12 million annually The House 
provision would have increased revenues by $24 rmiilion a year. 
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13. Cigarettes, cigars, and pipe lighters 

Section 477 of your committee’s bill imposes a manufacturer’s tax 
on all mechanical lighters for cigarettes, cigars, and pipes which are 
not now taxed as jewelry. The manufacturer’s tax on mechanical 
lighters is imposed at a 10-percent rate, the general rate at which most 
manufacturers’ taxes are imposed. The House bill provided a 
20-percent tax at the retail level for these mechanical lighters. In view 
of the large number of retail outlets selling mechanical lighters, your 
committee believes that it is more desirable to impose this tax at the 
manufacturer’s level. 

It is estimated that in a full year of operation this action by your 
committee’s bill will increase revenues by nearly $1 million a year. 
It is estimated that the provision in the House bill would increase 
revenues by about $2 million in a full year of operation. 


D. Retrait Excises 


The revenue effect of the bill in a full year of operation with respect 
to retail taxes is as follows: 
{In millions] 


House Committee 

bill bill 
Cigarette, cigar, and pipe lighters $2 $0 
Toilet preparations =s tei 
Total ical = —5 7 


1. Cigarette, cigar, and pipe lighters 

The House bill extends the 20-percent tax on jewelry and related 
items to cover all mec hanic al lighters for cigare ‘ites, cigars, and pipes. 
Your committee’s bill applies a manufacturers’ tax to all mechanical 
lighters for cigarettes, cigars, and pipes not now taxed as jewelry and 
for that reason the discussion of the tax is included above with the 
manufacturers’ excises. 


) 


2. Toilet preparations 

Section 431 of your committee’s bill makes two changes in the 20 
percent retail tax on toilet preparations imposed by section 2402 of the 
code. These are the same changes as are made by the House bill. 

The first of these changes exempts from this tax baby oils, powders, 
lotions, and other toilet articles unless they are advertised or sold as 
being usable by adults. Your committee believes that these items 
fall within the category of necessities and should not be subject to tax. 

The second change exempts toilet preparations purchased by barber 
shops and beauty parlors for use in these establishments. Under 
present law these items are subject to tax at the time they are pur- 
chased by the barber shop or beauty parlor. However, toilet prepara- 
tions purchased by a barber shop or beauty parlor for resale to cus- 
tomers are not taxable until sold to the ultimate user. To distinguish 
the purchases for resale made by the barber shop or beauty parlor 
from the purchases for their own use, the establishment is required to 
file a certificate, if no tax is paid at the time of purchase, indicating 
that the items will not be used in the establishment. Such certificates 
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are not presently required in the case of tax-paid purchases for use 
in the establishment. This difference in treatment has resulted in 
considerable confusion among the barber shop and beauty parlor 
operators. Moreover, the taxing of the items used in the establish- 
ment itself represents the taxing of business cost items. The bill 
eliminates these problems by repealing the tax on toilet preparations 
purchased by barber shops, beauty parlors, and similar establishments 
if intended for use in such establishments. It is also intended by 
the adoption of this amendment to eliminate the requirement of 
exemption certificates in connection with sales of cosmetics to barber- 
shops and beauty parlors either for professional use therein or for 
resale once the businesses have established their nontaxable status 
as barber shops or beauty parlors. 

It is estimated that in a full year of operation the exclusions from 
the base of the tax on toilet preparations made by this bill will reduce 
revenues by $7 million annually. 


EK. TRANSPORTATION AND COMMUNICATION EXCcISEs 


The revenue effect of the House bill and your committee’s bill 
a full year of operation on the transportation and communication ex- 
cises is distributed among the various taxes as follows: 


[In millions] 





: Committee 
H bil 
Domestic telegraph, cable, and radio messages $8 —$14 
Long-distance telephone charges 0| Negligible 
Transportation of persons Negligible e ) 
Transportation of property. | Negligible 
Total : —14 


1. Domestic tele graph, cable, and radio messages 

Sections 1650 and 3465 of the code impose a 25-percent tax on 
amounts paid for domestic telegraph, cable, or radio dispatches of 
messages. Section 481 of your committee’s bill reduces the tax on 
domestic telegraph, cable, or radio messages to 15 percent, instead 
of to the 20 percent arterials ‘d by the House bill. 

Since World War II, telegraph service in the United States generally 
has been carried on at a deficit. In the forepart of this year, the 
service was operated at a profit, but wage adjustments which have 
recently been made have again placed telegraph service in a deficit 
position. By reducing this tax on telegraph service, your committee 
anticipates that it will be possible to decrease the amount paid for 
telegraph messages, and that as a result the volume of business done 
will be increased and the profit position of the industry improved. 
Telegraph service not only is essential to the civilian economy but 
also is essential to national security. ‘The 15-percent rate of tax 
provided by your committee’s bill for domestic telegraph, cable, and 
radio dispatches is the same rate of tax as now applies to the major 
portion of the business done by those corporations which were the 
chief competitors of corporations rendering telegraph service. 

In a full year of operation it is anticipated that reducing the 
tax on domestic telegraph, cable, and radio messages from 25 to 


89079—51—-8 
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15 percent of the charge will reduce revenues by $14 million, as con- 
trasted to a loss of $8 million if the rate were reduced to only 20 percent 
as provided by the House bill. In the long run, however, it is believed 
that much of the loss may be offset by an increased volume of tele- 
graph business. 


2. Long-distance telephone calls to or from members of the Armed Forces 
in combat areas 


Section 482 of your committee’s bill provides that the 25-percent 
tax on long-distance telephone calls is not to apply to calls from 
combat zones initiated by members of the Armed Forces. It has 
been brought to your committee’s attention that the tax in these 
cases frequently comprises a very sizable amount. It believes that 
this tax should be removed in view of the morale significance of such 
communications. The House bill contains no similar provision. 

The revenue loss from this amendment will be negligible. 

), Transportation of persons 

Your committee’s bill makes two changes in the 15-percent tax on 
amounts paid for the transportation of persons provided by sections 
1650 and 3469 of the code. One of these exempts certain fishing trips 
from the tax on the transportation of persons. This provision is the 
same as that contained in the House bill. Under present law amounts 
paid for transportation in boats where the transportation takes place 
for the sole purpose of fishing from the boat have been held to be tax- 
able under these sections. In the case of fishing-boat activities, it is 
customary for the operators of such boats to meke a lump-sum charge 
for a fishing trip, including not only the charge for the transportation, 
but also charges for such services as the use of fishing tackle, a supply 
of bait, food served on the boat, ete. The necessity of breaking down 
this lump-sum charge to determine the proportion of the total which 
represents the taxable charge for transportation has been a difficult 
problem both for the fishing-boat operators and the Bureau of Internal 
Revenue. Moreover, although fishing trips are technically defined 
as transportation, they are not generally considered so by laymen. 
As a result the tax on fishing trips has brought numerous complaints 
from sportsmen and has also created troublesome collection and 
compliance problems for the Government. Section 483 of the bill 
exempts from the tax on the transportation of persons amounts paid 
for transportation by boat for the purpose of fishing from such boat. 

The second change made by your committee in the tax on the trans- 
portation of persons excludes from the application of the tax amounts 
paid in the case of certain types of transportation by vessels. This 
provision is not contained in the House bill. In 1947 the tax on the 
transportation of persons was amended to exclude, from the applica- 
tion of the tax, amounts paid for transportation outside of the north- 
ern portion of the Western Hemisphere. However, amounts paid 
for transportation partially within United States, Canada or Mexico, 
and partially outside of the northern portion of the Western Hemi- 
sphere, were continued under the tax with respect to that part of the 
transportation ‘“‘which is from any port or station within the United 
States, Canada, or Mexico to any other port or station within the 
United States, Canada, or Mexico.” This has tended to discriminate 
against certain American, Canadian, and Mexican ports where vessels, 
if it were not for this tax, would make intermediate stops for servicing 
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and refueling, but presently do not do so because this would increase 
the portion of the travel charge on which their passengers would 
have to pay tax. For example, under present law a vessel leaving 
New York for London is unlikely to stop at Boston for servicing or 
refueling, since to do so would subject a part of the tickets purchased 
by their passengers to the transportation tax. For that reason 
section 484 of your committee’s bill provides that in the case of trans- 
portation by vessels making intermediate stops at ports in United 
States, Canada, or Mexico on voyages between United States and a 
port outside of the northern portion of the Western Hemisphere, the 
charge for the transportation between the intermediate stop and the 
port in the United States, where the transportation begins or ends, 
will not be subject to the transportation tax, if the vessels are not 
authorized to discharge or take on passengers at the intermediate 
stops. 

It is believed that the revenue loss from these changes in the tax 
on the transportation of persons will be negligible. 


1. Transportation of property 

Under present law section 3475 of the code imposes a 3-percent tax 
on amounts paid for the transportation of property (in the case of 
coal the tax is 4 cents per short ton). In the case of building con- 
tractors, hauling dirt, rocks and other excavation material to some 
designated place the Bureau of Internal Revenue has held that a 
charge is being made for the transportation of property and, there- 
fore, that such hauls are subject to tax. (Where excavation mate rial 
has been removed without designating the place it is to be taken, no 
tax has been applied, since the Bureau has considered this to be 
merely the payment for removal of waste rather than a charge for the 
transportation of property.) However, since March 13, 1951, the 
Bureau of Internal Revenue has followed the rule laid down by the 
Third Circuit Court of Appeals in Hdward H. Ellis & Sons, Inc., 
United States that where excavation material has been hauled from 
one point on a construction project to another point on the same 
project, no transportation tax is due. However, tax still is imposed 
where the excavation material is taken off the construction project 
to some designated place, even though such place is adjacent to, or 
near the construction project. Your committee believes that the 
imposition of the tax in such cases, while no tax is imposed if the 
excavation material is not removed from the site of the construction 
project, represents too fine a line of distinction to be drawn. For 
that reason section 485 of your committee’s bill exempts from this 
tax charges made for the use of motor vehicles by contractors for the 
movement of earth, rock, or other excavated material from a con- 
struction project to an adjacent area. No such exemption is pro- 
vided by the House bill. 

Your committee did not, however, accept the change made in the 
tax on the transportation of property by the House bill. The House 
bill extends the 3-percent tax on the transportation of property to the 
“fair charge”’ where shippers are transporting their own oil and in other 
cases where the amount paid for the transportation of oil is less than a 
fair charge. The tax on the transportation of property at present 
applies solely where property is transported for a charge. ‘The House 
amendment would represent an exception to this rule, and your 
committee sees no more reason why a tax should be imposed where 
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shippers are transporting their own oil than where an individual is 
transporting his own property by truck. Since such a general 
extension “s the tax on the transportation of property is not adminis- 
tratively feasible, your committee believes that it would be unde- 
sirable ie select the isolated case of the transportation of oil by owners 
for the imposition of a tax. 

It is believed that your committee’s amendment with respect to the 
hauling of excavation material will have a negligible effect on revenues. 
However, since your committee’s bill does not contain the provision of 
the House bill imposing the transportation tax where shippers are 
transporting their own oil, it is estimated that revenue from the tax 
on the transportation of property will be about $3 million less per year 
than under the House bill, although there is no loss under your com- 
mittee’s bill as compared with present law. 


KF. Excises oN AMUSEMENTS OR RECREATION 


It is estimated that the changes made in the excises on amusements 
and recreation under the House bill and under your committee’s bill 
will result in a net loss in revenue in a full year of operation as 
follows: 

[In millions] 


House Committee 
bill bill 
General admissions...................- ‘ —$22 | —$18 
Cabaret Negligible Negligible 
Occupational tax on bowling alleys and billiard and pool tables 1 0 
Total usciniaeaeabnbbdstnaataen cide cetin abate ¥ ’ naidiabawed “ —21 —18 


ye Gene ral adm isstons 


Sections 1650 and 1700 of the code impose a tax of 1 cent for each 
5 cents or major fraction thereof charged for admission. Both the 
House bill and your committee’s bill make two changes in the applica- 
tion of this tax. 

Both your committee’s bill and the House bill provide exemptions 
from the admissions tax where the proceeds inure to certain types of 
organizations. The exemptions provided by your committee’s bill 
are, however, more restrictive. Section 402 of your committee’s bill 
exempts from this tax admissions where all the proceeds inure to— 

Churches or conventions of churches. 

2. Educational organizations if such organizations normally 
maintain regular faculties and curricula and normally have regu- 
larly organized bodies of pupils or students in attendance at the 
places where their educational activities are regularly carried on. 

3. Charitable organizations if such organizations are supported 

whole or in part by funds contributed by the United States 
or any State or political subdivision thereof, or are primarily 
supported by contributions of the general public. 

4. Societies or organizations conducted for the sole purpose of 
maintaining symphony orchestras or operas and receiving sub- 
stantial support from voluntary contributions. 

5. National Guard organizations. 

6. Reserve officers’ organizations. 


ae 
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7. Veterans’ organizations. 

8. Police or fire departments, pension or retirement funds set 
up for the benefit of their members and funds set up for the 
benefit of the heirs of members. 

However, in the case of any of the above types of organizations, admis- 
sions are not exe mpt if they are to 
Motion-picture exhibitions. 

2. Wrestling and boxing matches. 

3. Carnivals, rodeos, or circuses where professionals participate 
for compensation. 

Athletic contests unless the proceeds inure exclusively to the 
benefit of elementary or secondary schools. 

Your committee’s bill also exempts general admissions to nonprofit 
agriculture fairs, admissions to concerts conducted by nonprofit civic 
associations, admissions to swimming pools and other places providing 
facilities for physical exercise operated by a governmental unit, 
admissions to a home or garden which is temporarily opened to the 
general public as a part of a program conducted by a society or 
organization to permit the inspection of historical homes and gardens 
if no part of the proceeds inures to the benefit of any private person, 
and admissions to historical sites, houses, and shrines, and associated 
museums if operated by an organization for the preservation of such 
place and if no proceeds inure to any private person. 

The exemptions as described above are similar to the exemptions 
provided in the House bill and the exemptions provided prior to the 
passage of the Revenue Act of 1941. However, they are more re- 
strictive than either of these other two sets of exemptions in order to re- 
move administrative problems, and also in an attempt to limit the 
benefit of the exemption to activities which it appears a ite 
for the Government to encourage. Most of the activities to which 
these exemptions are applicable are a part of the legitimate functions 
of organizations or institutions which frequently are Government- 
supported or have been accorded tax exemption on their own income. 
Because it appears inconsistent to tax admissions to activities which 
are directly related to the legitimate functions of these organizations 
or institutions, your committee reinstates these exemptions, limited 
as provided above. However, your committee has attempted to con- 
tinue the tax in those cases where the organizations are carrying on 
activities which are in direct competition with ordinary taxable busi- 
nesses as is true, for example, in the case of motion picture exhibitions 
and certain types of carnivals, rodeos or circuses. It is estimated that 
these exemptions will result in a revenue loss of approximately $12 
million in a full year of operation. It is estimated that the exemptions 
provided by the House bill would decrease revenues by $16 million. 

The second change in the admissions tax, made by section 401 of 
this bill, deals with the amount paid for admission. This change is 
the same as that made by the House bill. Under present law a per- 
son admitted free or at reduced rates is required to pay the same 
amount of tax as a person whe is charged the regular admission price, 
unless he is an employee, a municipal officer on official business, a 
child under 12, or (if admission is free) a hospitalized serviceman or 
veteran Your committee believes that requiring a person to pay a 
tax based on a larger admission price than the amount actually charged 
him is contrary to the general principal of an ad valorem tax. More- 
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over, it does not appear that the administration of the tax is facilitated 
by taxing free admissions at the established price, and it represents a 
source of irritation to the public. Section 401 of your committee’s 
bill, therefore, exempts free admissions from tax and bases the tax on 
amounts actually paid where persons are admitted at reduced rates. 

It is estimated that the revenue loss from this change in the base on 
which the admissions tax is paid will amount to $6 million in a full 
year of operation. 

2. Cabarets 

Section 404 of your committee’s bill relates to the application of 
the 20-percent tax on cabarets to ballrooms and dancing halls. Some 
courts have construed the cabaret tax to apply in the case of ballrooms 
and dancing halls merely because it was possible to purchase inciden- 
tal refreshments, services or merchandise in such places. Both your 
committee’s bill and the House bill amend section 1700 (e) of the 
code to provide that the cabaret tax shall not apply in such cases. It 
is estimated that the revenue effect of this provision will be negligible. 
3. Bowling alleys and billiard and pool tables 

Section 3268 of the Internal Revenue Code imposes a special 
occupational tax on bowling alleys, billiard or pool tables of $20 per 
year per alley or table. (The House bill raises this tax from $20 to $25, 
but your committee’s bill retains the tax of $20 provided by existing 
law. 

It is estimated that the House provision would have increased 
revenues by $1 million annually. Your committee’s action will not 
change the revenues derived from this source under existing law. 


G. Excitses on GAMBLING 


The additional revenue estimated to be derived from the taxes on 
gambling in a full vear of operation is distributed among the various 
pS t e z 
excises as follows: 

{In millions] 


| House bill Commit- 








tee bill 
Occupational tax on coin-operated gaming devices EE “ we $7 $7 
1 : 
lax on W Wels... , --- oo i ia -|\ 400 100 
Occupational tax on the business of accepting wagers_._-. ay Se cain 
iia ace han i a ac ‘a5 : 407 107 


With respect to the estimate of $400 million from the two wagering 
taxes, since this is a field of taxation with which the Federal Govern- 
ment has had no previous experience and because there is uncertainty 
as to the actual amount of the tax base, the committee recognizes that 
it is difficult to estimate too closely the aciual revenue which those 
new taxes will yield. 

Section 461 of your committee’s bill adds a new chapter 27A to 
the code which imposes a 10-percent excise tax upon wagers of certain 
types, principally those placed with bookmakers and lottery operators, 
and a $50 per year occupational tax both upon persons engaged in 
accepting such wagers and upon persons who receive wagers for the 
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persons so engaged. This is the same as the provision contained in 
the House bill. 

Commercialized gambling holds the unique position of being a multi- 
billion-dollar, Nation-wide business that has remained comparatively 
free from taxation by either State or Federal Governments. This 
relative immunity from taxation has persisted in spite of the fact that 
wagering has many characteristics which make it particularly suitable 
as a subject for taxation. Your committee is convinced that the con- 
tinuance of this immunity is inconsistent with the present need for 
increased revenue, especially at a time when many consumer items of 
a seminecessity nature are being called upon to bear new or additional 
tax burdens. 

The committee recognizes that, while Federal law imposes no gen- 
eral probibition upon gambling, various forms of wagering are illegal 
under the laws of most States. As a result, proposals for a Federal 
tax on wagering are sometimes criticized as in effect sanctioning the 
carrying on of gambling activities in violation of such laws. The 
committee does not share this view. Since its inception, the Federal 
income tax has applied without distinction to income from illegal as 
well as legal sources, and it has never been generally supposed that 
such application carried with it any implied authorization to carry 
on illegal activities. Moreover, in the field of excise taxes the tax 
on coin-operated gambling devices has been applied without regard 
to whether or not the operation of a particular machine is in violation 
of State or local law. The present bill conforms to this pattern and 
imposes tax without regard to the legality or illegality of the particular 
wager. 

The bill specifically provides that payment of either the tax on 
wagers or the occupational tax shall not serve to exempt any person 
from any penalties provided under either State or Federal law with 
respect to engaging in the taxed activities. 

1. Tax on wagers 

The wagering tax which both your committee’s bill and the House 
bill imposes is placed upon wagers, without regard to the outcome of 
individual bets. This method of taxation is comparable to State 
taxation of pari-mutuel pools and is particularly appropriate with 
respect to wagering with bookmakers and in lotteries, especially of 
the type commonly known as the numbers game. The tax is limited 
a ) to wagers on sports events or contests plac ed with a person e ngage dl 
in the business of accepting such wagers, (2) to wagers placed in a 
wagering pool which involves a sports event or contest, if the pool is 
conducted for profit, and (3) to wagers placed in a lottery conducted 
for profit. It is believed that wagering transactions of these types 
make up by far the largest proportion of the total gambling business. 

While betting on horse races s probably repre sents the largest single 
category of gambling activity, other than in lotteries, the tax will 
extend to wagers on any other sport, such as prizefights, basketball, 
baseball, or football, including sports exhibitions and trials. More- 
over, the event wagered upon need not be a sports activity but can 
be any type of contest, such as an election or the outcome of primaries 
and nominating conventions. 

Wagers on sports events or contests, to be taxable, must be placed 
with a person engaged in the business of accepting such wagers. The 
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purpose of this requirement is to exclude from tax the purely “ 


social”’ 
or “friendly” type of bet. A person is considered to be in the busi- 
ness of accepting wagers if he is engaged as a principal who, in accept- 
ing wagers, does so on his own account. The principals in such trans- 
actions are commonly referred to as ‘“bookmakers,”’ although it is not 
intended that any technical definition of “bookmaker,” such as the 
maintenance of a handbook or other device for the recording of wagers, 
be required. It is intended that a wager be considered as “placed” 
with a principal when it has been placed with another person acting 
for him. Persons who receive bets for principals are sometimes 
known as “bookmakers’ agents” or as “runners.”’ It is not intended 
that to be “engaged in the business of accepting such wagers” a per- 
son must be either so engaged to the exclusion of all other activities 
or even primarily so engaged. Thus, for example, an individual may 
be primarily engaged as a salesman, and also, for the purposes of this 
tax, be engaged in the business of accepting wagers. 

As previously stated, wagers placed in a wagering pool with respect 
to a sports event or a contest are taxable if the pool is conducted for 
profit. The requirement that the pool be operated for profit is designed 
to eliminate from the tax base those pools which are occasionally 
organized among friends or other associates, all of the contributions 
being distributed to the winner or winners. A pool would be considered 
as being operated for profit, if, for example, a person appropriated to 
himself a percentage of the amount contributed to the pool or required 
a fee for, the priv ilege of contributing to the pool. 

As in ‘the case of bookmaking transactions, a wager will be con- 
sidered as ‘‘placed’”’ in a pool or in a lottery whether placed directly 
with the person who conducts the pool or lottery or with another 
person acting for such a person. 

A contribution to a lottery will be considered a taxable wager only 
if the lottery is conducted for profit, as is the case with respect to 
wagering pools. Although the bill does not contain an all-inclusive 
definition of the term “lottery,” in general the term is intended to 
mean any scheme for the distribution of property by chance among 
persons who have paid or have agreed to pay a valuable consideration 
for the chance, whether called a lottery, raffle, gift enterprise, or some 
other name. The bill specifically provides that the term includes 
“policy” or the so-called numbers game and similar types of wagering. 
Policy, or its various derivatives, is usually a scheme wherein a player 
selects a number, several numbers, or a series of numbers and pays or 
agrees to pay a certain amount in consideration of which the person to 
whom the money is paid engages to pay a prize if the number or 
numbers selected by the player appear or are published in combinations 
which constitute a winning combination. (Conceivably the use of 
letters or other symbols could be substituted for numbers, but this 
would not alter the fundamental nature of the game as a lottery.) 
The winning numbers in policy are usually based upon some regularly 
published series of numbers such as weekly sales reports of a stock 
exchange or commodity exchange, United States Treasury balance 
reports, or the winning horses of a series of previously numbered horse 
races. The above description is not intended to be restrictive as your 
committee is well aware of the possibility that existing methods of 
play may be changed in an effort to escape the tax which the bill 
imposes. 
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Because the term “lottery” is intended to be broadly construed in 
order to limit the opportunities for avoidance, your committee has 
specifically excluded from the term certain types of gambling games 
which might otherwise come within its technical meaning although 
perhaps not commonly so considered. ‘Thus, both bills exclude from 
the term “lottery” any game of a type in which the wagers are usually 
placed, the winner or winners are usually determined, and the dis- 
tribution of prizes or other property is usually made, in the presence 
of all persons placing wagers in the game. Among those games which 
are within the scope of ‘the exclusion would be card games such as 
draw poker, stud poker, and blackjack, roulette games, dice games 
such as craps, bingo, and keno games, and the gambling whee als fre- 
quently encountered at country fairs and charity bazaars. On the 
other hand, punchboards would not normally be excluded under this 
definition. 

Your committee has excluded the above types of gambling not be- 
cause of any belief that they are not suitable subjects for taxation. 
However, the method of taxation provided, while particularly ap- 
propriate to bookmaking and to policy operation, does not appear 
readily adaptable to these other forms of gambling. For example, 
there are obvious practical difficulties in ascertaining the gross 
amount of wagers made in the course of a dice game and other games 
in which there is direct and continuous player participation. More- 
over, with respect to card games it is frequently difficult to ascertain 
who, if anybody, is the person operating the game and what his tax 
liability should be. In some cases, a person may operate the bank 
directly. In other cases, he may take a percentage of, or impose a 
flat charge on, each pot or may simply levy a charge for the use of 
facilities such as a room. Moreover, many of these types of games 
are frequently engaged in on a friendly or social basis rather than pro- 
fessionally. A differentiation for tax purposes between friendly and 
professional games would create serious statutory and administrative 
problems. It is not expected that this a lem will exist to any seri- 
ous extent in the areas within which the bill does impose tax. For 
example, nonprofessional betting on horse races is probably insignifi- 
cant in amount. Furthermore, while wagering games of the type 
excluded from the tax may represent important aspects of commercial- 
ized gambling in certain localities, they constitute a relatively small 
proportion of the total wagering transactions in the United States 
Moreover, only a portion of suc h professional games are in fact carried 
on in gambling casinos or other permanent establishments which might 
conceivably be indentifiable for tax purposes. It appears that a sub- 
stantial and perhaps predominant part of such activities are in the 
nature of ‘floating’ games. That is, the operators of a game will 
establish themselves in a locality, often in a hotel room, for a period 
of time as short as 1 or 2 days, and then move on to another locality. 
The transiency of such activities is not characteristic of the wagering 
operations upon which the bill does impose tax. Bookmakers and 
policy operators both depend upon an established clientele, which 
ee a certain permanency of location. In any event, your com- 
mittee believes that the tax provided will cover at least 90 percent 
of total commercial wagering. 

Both bills provide specifically that the tax shall not apply with 
respect to wagers placed in pari-mutuel wagering enterprises licensed 
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under State law. Such wagering is presently subject to substantial 
State and, in some instances, local taxation, and to superimpose a 
Federal tax upon these transactions would only serve to maintain the 
existing advantage which bookmakers enjoy over pari-mutuel betting 
by reason of their immunity from pari-mutuel taxes. 

Also excluded from the tax are wagers placed in coin-operated 
devices with respect to which an occupational tax is imposed by 
section 3267 of the code. Your committee believes that, for adminis- 
trative reasons, the method of taxation which is presently applied 
with respect to such machines is preferable to an extension of the 
wagering tax into this area. 

The bills provide that, for the purposes of the tax, the term “lottery” 
does not include any drawing conducted by organizations exempt 
from tax under section 101 of the code where no part of the net pro- 
ceeds derived from such drawing inures to the benefit of any private 
shareholder or individual. It is, of course, contemplated that the 
regulations will require the expenses of such a drawing, such as salaries 
paid to the actual operators, to be reasonable in amount if the ex- 
emption is to be allowed. Furthermore, any agreement to pay as 
compensation a percentage of the amounts contributed would be a 
clear indication that the drawing is not within the exempt category. 

Liability for the wagering tax is placed upon the person who is 
engaged in the business of accepting wagers or who conducts the pool 
or lottery. Thus, the tax is to be collected from the bookmaker 
proper or from the person who conducts the pool or lottery as the 
principal. Monthly returns of tax are required. 

A credit is provided in the case of so-called lay-off money. Book- 
makers and policy operators generally attempt to balance one bet 
against another. A perfect mathematical booking of any race would 
insure a profit regardless of the ultimate outcome. However, horse- 
race bookmakers today seldom set their own odds but pay off winning 
bets upon the basis of the actual pari-mutuel pay-off at the track 
concerned. Furthermore, policy operators normally pay off on the 
basis of fixed odds, such as 700 to 1, which remain constant from day 
to day, although lower odds may be maintained with respect to 
certain heavily played numbers. Because they are unable to vary 
the odds in accordance with amounts wagered, bookmakers and 
policy operators sometimes find that they have accepted a greater 
amount of wagers upon a certain horse or number than they are 
willing to carry on their own account. In order to avoid the risk 
inherent in accepting such disproportionate amounts of wagers, the 
bookmaker or policy operator “lays off’ a portion of his bets with 
another bookmaker or policy operator. In such cases it is the person 
with whom the bet is laid off who bears the actual risk of the wager 
even though it is the person with whom the bet was originally placed 
that the bettor looks to for his winnings or to whom he pays his losses. 
It is provided with respect to such laid-off wagers that the book- 
maker or policy operator who originally accepts the wager shall be 
liable for the 10-percent tax upon it but may claim a credit or refund 
for the amount of the tax if the bet is laid off with another person who 
also is liable to the wagering tax. Thus, if a bookmaker accepts a 
$100 wager and lays off $60 of the wager with another bookmaker, 
he is taxable upon the $100 wager but may claim a credit or refund 
of tax with respect to the $60 laid off. In this manner, multiple 
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taxation of the same wager is avoided. While certain ‘“tracing’’ 
difficulties may be anticipated as a result of this provision, it is 
believed that the credit procedure will facilitate tax enforcement by 
making available to the collection agencies information of large book- 
making operations which might not otherwise be readily obtainable. 
It is contemplated that the regulations will require the maintenance of 
records which will insure that the person with whom the wager is 
laid off is identifiable as a person also subject to the wagering tax. 

The credit will be allowable only with respect to amounts laid off 
with persons also liable to the tax on wagers. As a result of this 
limitation, no credit will be allowable with respect to amounts known 
in betting parlance as ““come-back” money. Come-back money is es- 
sentially a wager which a bookmaker lays off at a track rather than 
with another bookmaker, and, as previously noted, wagers placed in 
State-licensed pari-mutuel enterprises will not be taxable. Come-back 
money serves the same purpose as a lay-off proper (that is, it provides 
the bookmaker with a “hedge’’) and, if made in large amounts, may 
have the additional effect of depressing the odds on the particular 
horse or horses wagered upon. ‘The tax consequences of a combined 
lay-off and come-back transaction are illustrated by the following ex- 
ample: A bettor places a $1,000 wager with bookmaker A on horse X; 
A holds $100 of the wager and lays off $900 with bookmaker B; B holds 
$200 of the $900 and bets the remaining $700 at the track on the horse 
X. Bookmaker A is taxable with respect to the entire $1,000 : ager 
but is allowed a credit with respect to the tax on the $900 laid off; Bis 
taxable on the entire $900 and is allowed no credit for the $700 he bets 
at the track. Thus, cumulative tax liabilities arise of $190 (10 percent 
of $1,900, the aggregate amount of wagers and lay-offs) but a credit is 
allowable in the amount of $90 (10 percent of $900, the amount laid 
off), leaving a net tax of $100, or 10 percent of the original $1,000 
wager. 

A wager is intended, of course, to be the amount risked by the 
person placing the bet rather than the amount which |: stands to win. 
Thus, if a person bets $5 against a bookmaker’s $7 witu respect to the 
outcome of a prize fight, the wager, for the purpose of the tax, is $5. 

It is provided that the amount subject to tax will include not only 
the wager proper but also any charge incident to the placing of the 
wager. An example of such an additional charge which is to be 
included in the taxable amount would be so-called “insurance”? money 
paid bookmakers. Horse-race bookmakers normally place an arbi- 
trary ceiling on the odds upon which they are willing to base their pay- 
offs, such as, for example, 20 to 1 for win bets, 8 to 1 for place bets, 
and 4 to 1 for show bets. These ce ilings are maintained irre spec tive 
of the actual pari-mutuel odds. Bookmakers may sometimes be will- 
ing to guarantee the bettor a pay-off based on the actual track odds, 
no matter how great, in consideration of a small additional charge 
paid by the bettor, usually 10 percent of the bet. This additional 
charge is known as insurance. Another example of an amount which 
would be included as part of a taxable wager would be a charge made 
by a lottery operator for the privilege of ‘contributing to the pool or 
bank. On the other hand, the bills specifically provide that the taxable 
amount shall not include an amount equal to the tax if it has been 
collected as a separate charge from the bettor. This exclusion con- 
forms to the pattern of the other excises and will avoid the difficult 
administrative problems involved in collecting a tax on a tax. 
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The bills contain provisions designed to prevent avoidance of the 
tax through transfer of wagering activities to points outside of the 
United States. 

Any person who willfully fails to pay the tax provided or to make 
a return or to keep required records (including a daily record of the 
gross amount of wagers received) is made liable to criminal penalties 
(in addition to the civil penalties) of up to 1 year’s imprisonment and 
a fine up to $10,000. Furthermore, a willful attempt to evade or 
defeat the tax will be a felony punishable by up to 5 years’ imprison- 
ment and up to $10,000 fine. 


2. Occupational tax 


In addition to the tax on wagers described above, both your com- 
mittee’s bill and the House bill impose an occupational tax of $50 per 
year upon any person liable to the tax on wagers and upon any person 
engaged in receiving wagers for or on be half of such a person. 

The committee conceives of the occupational tax as an integral part 
of any plan for the taxation of wagers and as essential to the collec- 
tion and enforcement of such a tax. Enforcement of a tax on wagers 
frequently will necessitate the tracing of transactions through com- 
plex business relationships, thus requiring the identification of the 
various steps involved. For this reason, the bills provide that a per- 
son who pays the occupational tax must, as part of his registration, 
identify those persons who are engaged in receiving wagers for or on 
his be half, and, in addition, identify the persons on whose behalf he 
is engaged in receiving wagers. 

In general, the provisions of the occupational tax follow the pattern 
of the other occupational taxes imposed under the code and require 
registration, posting of special tax stamp by the taxpayers, the mainte- 
nance by the collector of a list of ts ixpayers for public inspection, etc. 

Special penalties are imposed for failure to pay the tax or to post 
or exhibit the stamp. Furthermore, the penalties already described 
with respect to the tax on wagers will also apply to willful failures to 
pay the occupational tax. It should also be pointed out that, under 
the general provisions of section 1001 of Title 18 of the United States 
Code, any false or fictitious statement made knowingly with respect 
to the payment of the occupational tax, such as the giving of a false 
name or address, is subject to a fine of not more than $10,000 or 
imprisonment of not more than 5 years, or both. 

Past experience indicates that the size of tax collections is directly 
related to adequacy of enforcement. Your committee believes, with 
respect to the wagering tax and the occupational tax on the acceptance 
of wagers, energetic enforcement measures during the period immedi- 
ately following the introduction of these taxes to be particularly im- 
portant. Your committee realizes, of course, that the introduction 
of any new taxes, such as those just described, which depend upon 
hitherto untapped sources of revenue, inevitably add to the adminis- 
trative burden of the Bureau of Internal Revenue. Therefore, the 
Bureau should review the need for any additional administrative 
requirements in the light of actual experience with the enforcement 
of these taxes. 

3. ¢ ‘oun-o pe rated gaming devices 
Section 3267 (a) of the code provides an occupational tax of $150 


per year in the case of coim-operated gaming devices. Section 453 of 
the bill raises this to $250 per year. This is the same change as is 
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provided by the House bill. It is believed that the imposition of a 
tax on wagering generally, from which coin-operated gaming devices 
are specifically exempted, requires an increase in this tax to provide 
equality of treatment. It is estimated that in a full vear of operation 
this will increase revenues by $7 million annually. 


H. Froor Stock Taxes AND REFUNDS 


Both floor stock taxes and floor stock refunds are imposed or granted 
one time only: a tax when an increase in rates occurs and a refund 
when a decrease in rates occurs. They are imposed or granted with 
respect to inventories of items which are beyond the point at which an 
excise tax ordinarily is imposed at the time the increase or decrease in 
rates occurs. They are used only in the case of taxes imposed at the 
manufacturers’ level, since only in these cases are there any inventories 
of items held by persons other than consumers which have not been 
affected by recent changes in the excise rates. Floor stock taxes 
and refunds have traditionally been imposed in the case of alcoholic 
beverages and occasionally with respect to other products. 

Floor stock taxes have been imposed for three primary reasons: 
(1) To prevent wholesalers and retailers from avoiding a tax increase 
by stocking up on items before a tax increase or new tax becomes 
effective, (2) to make the increase or new tax effective on items pro- 
duced at an earlier date and thus increase revenues in the initial year 
of imposition, and (3) to prevent competitive discrimination in cases 
where some wholesalers and retailers have large stocks of items where 
the new or additional tax has not been imposed and others do not. 
In the case of floor stock refunds the primary reason for their provision 
is to prevent discrimination which would exist where some retailers 
and wholesalers have large tax-paid inventories, while their competi- 
tors do not. This is particularly important where the tax rate de- 
creases are large and where, through various business arrangements, 
manufacturers are selling directly to consumers. However, in im- 
posing floor stock taxes or granting floor stock refunds it is also neces- 
sary to consider the large amount of work which these taxes or refunds 
entail both for the taxpayer and the Government. The processing 
of floor stock returns is an extensive task and their application at 
both the wholesale and the retail levels affects hundreds of thousands 
of dealers. Because of these administrative considerations your com- 
mittee’s bill limits floor stock taxes refunds to those cases where there 
appears to be a strong need for them. 

Under both the House bill and your committee’s bill floor stock 
taxes are imposed with respect to the increases in the tax on distilled 
spirits, beer, wine, and cigarettes. In the case of gasoline a floor stock 
tax is also imposed but only with respect to stocks of gasoline held by 
retailers other than at their retail establishments and with respect to 
wholesalers. The rates of tax under these floor stock taxes are the 
same as the increases in tax provided for these items. It is anticipated 
that in the fiscal year 1952 these floor stock taxes will increase collec- 
tions in that year, but only that year, by $120 million. Of this total, 
$98 million is accounted for by the floor stock taxes on alcoholic bev- 
erages, and the bulk of this is expected to be collected from distilled 
spirits since inventories are largest in this case. About $22 million is 
expected to be collected from the floor stock tax on cigarettes, but 
only a nominal amount from the floor stock tax on gasoline. In the 
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latter case the floor stock tax is imposed, not with the expectation of 
receiving large revenues from it, but to give assurance that substantial 
revenues will not be lost by an unusually large transfer of title to 
gasoline prior to the effective date of the tax increase. 

Consideration was also given to the imposition of floor stock taxes 
in the case of other manufacturers’ excises. However, no action was 
taken with respect to them largely because the items are likely to be in 
relatively short supply when the excise taxes become effective, making 
it difficult for dealers to avoid tax by increasing their inventories prior 
to the effective date of the tax increase. Also, the large number of 
retailers and items involved in many cases make the imposition of the 
tax impractical in view of the size of the rate increases or the rates of 
the new taxes. 

Your committee’s bill also provides for floor stock refunds at the 
time of the termination, January 1, 1954, of the excise increases made 
by this bill. The refunds are to be limited to the items on which floor 
stock taxes are imposed at the effective date of the increase; that is, 
they are limited to distilled spirits, beer, wine, and cigarettes and to 
stocks of gasoline held by retailers at other than their retail establish- 
ments. ‘The refunds are to be granted only withrespect to the increases 
imposed by this bill, and only if the owner of the inventories can show 
that for 3 months after the reduction date the prices charge for the 
items reflect the tax decreases made, 


X. TAX TREATMENT OF ILLEGAL ACTIVITIES 


Several amendments have been proposed to the committee which 
would affect the tax treatment of gamblers and other persons who 
receive income from illegal sources. In summary, these amendments 
would 

(a) Disallow as a deduction from gross income any expenses 
incurred in illegal wagering and any losses resulting from illegal 
wagering; 

(b) Require the keeping of more detailed records by wagering 
houses; 

(c) Require the keeping of taxpayers’ records for 7 years; and 

(d) Require all individuals with a gross income during the 
current or five preceding taxable years in excess of $2,500 from 
illegal activities to file a net worth statement. 

Your committee believes that additional time is necessary for 
detailed study of these suggestions and therefore believes that action 
on them should not be taken at this time. The committee is fully 
aware of the importance of a strict enforcement of the income tax 
laws in this area. 

(The detailed discussion of the technical provisions of the bill will 
be printed separately and will appear as a supplemental report.) 


CHANGES IN EXISTING LAW 


In the opinion of the committee, it is necessary, in order to expedite 
the business of the Senate, to dispense with the requirements of sub- 
section (4) of rule XXIX of the Standing Rules of the Senate (relating 
to the showing of changes in existing law made by the bill, as reported). 
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